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LETTERS 





In Regard to Section 721 
Sir: 


Because of my activities in relation to 
claims for relief under Section 721 I feel that 
I must draw attention to what I believe to 
be incorrect conclusions in the article by 
Mr. Paul Simon in your September issue, 
entitled “How Section 721 Affects Your 
1946 Credit Carry-back.” 


In the first place, I do not believe that 
the exclusion of a portion of net abnormal 
income of the year 1946 under the provision 
of Section 721 can affect the amount of “credit 
carry-back” from 1946. (That is, the un- 
used excess profits credit carry-back.) Mr. 
Simon’s belief that it can is based, as stated 
in his article, upon certain assumptions 
which he does not support by reference to 
the appropriate provisions of the statute un- 
der which the carry-back is allowed. He 
assumes that, under certain circumstances, 
the amount excluded from gross income of 
the taxable year for the purpose of the alter- 
native computation of excess profits tax un- 
der Section 721 (c) has the effect of reducing 
the excess profits net income which enters 
into the computation of the unused excess 
profits credit for such year. (Section 710 (c).) 
Unfortunately, the statute does not so pro- 
vide. Mr. Simon reasons that such reduc- 
tion should be allowed in computing the 
unused excess profits credit for 1946 to the 
same extent as for any of the excess profits 
tax years. In this he is correct—but, in my 
opinion, only because no such reduction is 
allowed for that purpose in any year. 


Mr. Simon seeks confirmation of his con- 
clusion in the provision of Section 26 (e) 
where the excess profits tax liability is com- 
puted under Section 721, but is not technically 
exact in his statement of this provision. 


The statement at the bottom of the second 
column on page 852 regarding the treatment 
of net abnormal income attributable to future 
taxable years likewise is inaccurate. What 
is stated there, is not the general rule, but 
the escape provision intended to prevent 
claims for relief under Section 721 from sub- 
sequently “backfiring”—that is, resulting in 
a net increase in tax rather than a saving. 

Finally, the summary of the article pre- 
sents conclusions based on assumptions for 
which I do not believe there is any statu- 
tory authority. In my opinion, application 
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of Section 721 cannot in any case increase or 
create an unused excess profits credit carry- 
over, although in certain circumstances the 
tax saving based on an unused excess profits 
credit carry-over (including the carry-back 
from 1946) may be reduced by reason of 
relief allowed under Section 721 for a tax- 
able year beginning prior to 1946. 


The real difficulty in obtaining relief under 
Section 721 lies in proving the extent to which 
net abnormal income of the taxable year is 
attributable to other years. Once that is| 
done, it seems to me that the computation 
of the excess profits tax liabilities under that | 
section merely requires understanding and 
applying the specific formulae prescribed in 
the Code and Regulations. 


New YorkK PAUuL D. SEGHERS 


Testimonial Dinner 
Sir: 

On September 10, the Federal Tax Forum, 
an organization of attorneys and accountants 
interested in the subject of taxation, gave 
a testimonial dinner in honor of their mem- 
ber, Peter Guy Evans, who was recently 
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appointed to the new Excess Profits Tax} There 


Council of the Bureau of Internal Revenue 
at Washington. The affair was held in the 
Skyline Room of the Hotel Sheraton at| 
New York and was well attended. 


Among those present, in addition to the 
guest of honor, were: Paul D. Seghers, 
founder and past president of the Forum, 
who acted as chairman; Joseph P. Marcelle 
and James W. Johnson, Collectors of Inter- 
nal Revenue at Brooklyn and New York 
respectively; E. C. Algire, Division Council 
of the Technical Staff of the Revenue Bureau 
at New York City; and A. P. Schuster, 
Internal Revenue Agent in Charge at 
Brooklyn. 

Also present were other officers of the 
Forum: Chester M. Edelmann, President; 
Frank J. Stewart, Vice-President; Theodore } 
G. Zeh, Treasurer; and Sol Charles Levine, 
Secretary. Among others who attended 
were Godfrey Nelson, Ralph Meisels, A. F. 
Olsen and Harry Hirschkovitz of the Bu 
reau of Internal Revenue; and Leslie Mills; 
Dr. Eugene Groseclose; Wentworth Gantt; 
Maurice Austin; William R. McNamara; 
Prior Sinclair and William Donaldson. 


New York CIty H. W.S. 
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- « The Brackets 


Make Inflation Deflationary -- - 


By GEORGE T. ALTMAN 


Mr. Altman, a member of the California Bar and a certified public ac- 
countant, is the author of the CCH Federal Tax Course and professor of tax 
law at the University of Southern California 


\ ITH OPA now undergoing a process 

of liquidation under the pleasant 
title of “decontrol,” not so pleasant warn- 
ings have come out of Washington of tax 
increases if business should fail to hold tight 
the price reins as they are relaxed by 
OPA. Tax increases, it is asserted, will 
in that event be necessary to stop “runaway” 
inflation. 


The warnings as such are perhaps idle. 
There is no war or other calamity so obvi- 
ously impending and near as to condition 
the political ground for tax increases. In- 
flation, indeed, could be classed as a 
calamity—certainly if it is “runaway” in- 
flation. But people are not so well schooled 
in economics as to listen to theory while 
there is money in their pockets. Fighting 
inflation with tax increases is a form of 
surgery, of fighting fire with fire, of paying 
a dollar to save a dollar. The relation of 
cause and effect in such a process must be in 
technicolor, with sound effects and pretty 
phrases, or else the state of the hour must 
be at the terror level, before the people will 
buy it. 


The warnings are also futile. No one 
concern will relate the danger of inflation 
and the threat of tax increases to its own 
price schedules. It is far more apt to relate 
them to the price schedules of its suppliers. 
Always the other fellow will be to blame. 
Labor will blame capital, and capital will 
blame labor. Agriculture will blame indus- 
try, and industry will blame agriculture. 
And each firm will blame the other. And 


the tears of the landlords will irrigate the 
earth, 
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The warnings may be even worse than 
futile. In fear of tax increases business may 
be impelled to widen its margins. If cost— 
including that of selling and administration 
—on the projected volume is nine, and the 
selling price is set at ten, there is a profit of 
one, subject to taxes. If there is an increase 
in taxes, the profit margin before taxes may 
be expanded in order to leave the net after 
taxes at the planned level. Of course, this 
is false economics when business is taken as 
a whole. It disregards the effect of price 
upon volume, and, indeed, of price upon 
cost. But it is simple and clear; and a 
simple falsity is more convincing than an 
involved truth. Besides, who takes business 
asa whole? Each independent unit of busi- 
ness is primarily concerned about itself. 


The assumption that tax increases can 
stop inflation is not so wild. To begin with, 
inflation by itself effects a compound in- 
crease in taxes. Suppose, for example, an 
individual taxpayer has an adjusted gross 
income of $10,000, three exemptions includ- 
ing his own, and no deductions from ad- 
justed gross income. He elects the standard 
deduction and his tax at present rates is 
$1,862, or 18.62 per cent of his income. Of 
course, if prices rise and his income remains 
stationary or lags behind, the increase in his 
living cost can be regarded as an indirect, 
though perhaps none the less painful, addi- 
tion to his taxes. 


But suppose that his income does not lag 
behind. Let us assume, for example, that 
prices are doubled, and that as a result his 
money income is doubled. His real income, 
that is, his income in terms of buying power, 
is exactly what it was before, except for the 
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tax brackets. With the same exemptions 
and tax rates his income tax on $20,000 is 
$5,890, or 29.45 per cent of his income. Thus, 
with his money income fully abreast of the 
rise in prices, his net real income after taxes 
—his “take-home” pay, as it were, computed 
in terms of buying power—is reduced by 
(100 — 18.62) — (100 — 29.45) 
——_, or 13.3 per 
100 — 18.62 

cent. If prices doubled once again, and his 
money income doubled in tune to $40,000, 
his income tax would be $17,442, or 43.605 
per cent of his income before taxes; and his 
net real income after taxes would be 30.7 
per cent down from the starting point. 


Graduated System of Surtax Rates 


All this is due to the graduated system of 
surtax rates. As the money income is in- 
creased by inflation, it rises into higher and 
higher brackets so that an ever greater per- 
centage of it is cut off by taxation. Thus, 
inflation inflicts a tax increase all its own, 
even though there is no lag of one price level 
behind another, or of wages behind prices, 
or of prices behind wages. 


It may, indeed, be observed here that this 
loss of buying power due to the graduated 
system of surtax rates is not as serious as 
the loss resulting from the lag of income. 
When prices double, it is certainly better for 
one to have his money income doubled, even 
though that pulls him up into higher 
brackets, than to have his money income 
stay where it is. Take the taxpayer in the 
example above. If his money income stayed 
at $10,000, then when prices first doubled 
his net real income after taxes would be 
down 50.0 per cent instead of 13.3 per cent; 
and when prices doubled again, his net real 
income after taxes would be down 75.0 per 
cent from the starting point instead of 30.7 
per cent. The reduction in net real income 
after taxes due to the graduated system of 
surtax rates, therefore, should not deter 
the taxpayer from getting his share of the 
inflation increase in money income. On the 
contrary, it should impel him to get more 
than his share, if he can, to force the per- 
centage increase in his price level above the 
average, if possible, in order to offset the lag 
in net real income after taxes resulting from 
the rise in surtax brackets. 


Corporation Income 


In the case of corporations with net in- 
comes already over $50,000, the brackets are 
not a factor, it is true, as long as they can 
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accumulate their earnings. But it is not 
many a corporation which can disregard its 
stockholders altogether. If it does not pay 
them dividends, it pays them salaries; and 
whether it is dividends or salaries, the 
brackets tell the same story. 


Inflation, in and of itself, should, there- 
fore, be expected to reduce the net real in- 
come after taxes of the people as a whole— 
the mass take-home pay computed in terms 
of buying power. The reduction in buying 
power should in turn serve as a brake on 
inflation. Thus, until the top brackets are 
reached so that the take-home percentage 
begins to level off, inflation carries its own 
safety valve. 


Now if we go one step further and as- 
sume an increase in the surtax rates them- 
selves, we have only strengthened the brake 
on inflation which inflation, because of the 
graduated structure of those rates, carries 
within itself. All other things being equal, 


if buying power is reduced it would seem to | 


follow logically that demand must fall and 
carry prices downward in its train. What 
the government withdraws in taxes cannot 
be spent on homes, and cars, and clothes: 
and prices do not exist in a vacuum, but on 
homes, and cars, and clothes, and the other 
things that money buys. 


Effects of Inflation 


The effects of inflation, it may well be 
observed, will not be even. Just as some 





incomes may lag behind, others may jump | 


ahead. Individuals on fixed incomes, such 
as interest and annuities, will not find their 
incomes increased because prices have ad- 
vanced. Likewise, those receiving salaries 
or wages will not find it easy to obtain ad- 
justments in step with the rise in the prices 
of commodities. Striking for increased pay 
has turned out to be somewhat of a farce. 


An increase in wages is an increase in costs. | 


Unless margins are to be sacrificed, price 
increases must follow. And there is noth- 
ing in any theory of economics to suggest 
that margins will be sacrificed. In fact, 
they will tend to be enlarged in order to 
absorb the risk of further wage increases. 
Wage increases, moreover, follow only long 
periods of struggle between labor and man- 
agement. Price increases, on the other hand, 
are subject to no such obstacle. Except as 
restrained by effective governmental con- 
trol or exhaustion of purchasing power, 
price increases are relatively immediate. 
The effect, in general, is that inflation is 
bound to leave wages and salaries behind. 
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Rising Profits 


Profits, however, may run ahead of prices. 
Suppose that a dealer buys an item at 
twenty cents a pound when it is selling at 
thirty cents a pound, and that he sells it 
later at the current selling price when that 
price is fifty cents a pound. Instead of a 
gross profit of ten cents a pound he has a 
gross profit of thirty cents a pound, an 
increase of 200 per cent, although prices 
increased only sixty-six and two-thirds per 


cent. His net is still further out of propor- 





Selling price 
Cost paid . 


Gross profit 
Overhead 








tion. Suppose his overhead is nine cents a 
pound at the time of purchase, but at the 
time of sale has increased in proportion to 
price, that is, by sixty-six and two-thirds 
per cent, or to fifteen cents a pound. His 
total cost has thus increased from twenty- 
nine to thirty-five cents a pound. Although 
the net indicated by the selling price at the 
time of purchase was only one cent a pound, 
at the time of sale it is fifteen cents a pound, 
an increase of 1,400 per cent. In schedule 
form the computation would appear as 
follows: 








At time At time 
of purchase of sale Increase 
$30 $.50 6624% 
.20 .20 None 
$.10 $.30 200% 
.09 15 6674% 
$.01 $.15 1,400% 


Net profit 





Assuming that the percentage increase in 
the price of the particular product reflected 
also the general increase in the price level, 
the figures could be restated in terms of a 
dollar of constant purchasing power. If 


the price level at the time of purchase is 
taken as the standard, this could be done 
simply by dividing the figures at the time of 
sale by 1.6624. They would then be as follows: 

















At time At time Increase 
of purchase of sale (Decrease) 
Selling price $.30 $.30 None 
Cost paid .20 AZ (40) % 
Gross profit $.10 $.18 80% 
Overhead .09 .09 None 
Net profit $.01 $.09 800% 





Purchasing Power 


Even if the tax rates are indirectly 
doubled because the price level increase of 
sixty-six and two-thirds per cent has moved 
the same income in terms of purchasing 
power into higher brackets, the taxpayer is 
ahead of the game. Assume, for example, 


that the taxpayer has three exemptions and 
takes the standard deduction, and that be- 
cause of the inflation factor above described 
a normal net profit of $10,000 is increased to 
$150,000 with a purchasing power at the 
normal level of $90,000. The net after taxes 
in terms of purchasing power would be de- 
termined for comparison as follows: 





\djusted gross income 


lLess standard deduction and exemptions 


Net subject to tax 
Federal income tax at 1946 rates 


Net profit 
Less taxes as above 


Net after taxes in current dollars 


Same in terms of constant purchasing 
(second column divided by 1.6624 
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Increase 
$10,000 $150,000 — 1,400% 

2,000 2,000 
$ 8,000 $148,000 —_1,750% 

$ 1,862 $104,538 

$10,000 $150,000 

1,862 104,538 
$8138  $ 45,462 458% 

power 

4) $8,138  $ 27,277 235% 
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The tax based on $90,000 would be only 
$54,093, against which $104,538 represents 
an increase of 93.26 per cent. Since this re- 
sults wholly from the increase of sixty-six 
and two-thirds per cent in the price level, the 
taxes in terms of purchasing power are in- 


creased by (1.9326/1.6667)—1, or 15.96 per 
cent, merely because the rise in the price 
level moved the same amount of income in 
terms of purchasing power into higher 
brackets. In schedule form the results 
would be as follows: 





Tax 


Net after tax 


Reduction in second column due to effect of 


price level on_ brackets 


$54,093) . 


(15.96% 


Net as so adjusted, same as in computation 


above 


Increase 
-c0e SlO000 $90,000 800% 
eu 1,862 54,093 
ed seoeee $35,907 340% 
of 
cae 8,630 
coe Oboe $27,277 235% 





Thus, with all amounts in terms of purchas- 
ing power, the 800 per cent increase in the 
net before taxes is reduced to 340 per cent 
after taxes because the addition to income 
falls into higher surtax brackets; and the 
340 per cent is still further reduced to 235 
per cent because the surtax brackets are in 
terms of current dollars, not purchasing 
power. However, 235 per cent is still a 
handsome increase in the taxpayer’s net 
“real” income after taxes—his take-home 
pay in terms of purchasing power. 


This example is not at all extravagant. It 
is typical of an inflation period while prices 
are still rising. As a result many a person 
in business will find his net “real”? income 
after taxes—his take-home income in terms 
of pounds of butter, horsepower of automo- 
biles, square feet of home construction (one 
can dream about it, anyhow)—increased by 
inflation despite the greater exaction of the 
higher surtax brackets and the reduction in 
the purchasing power of the dollar. On the 
other hand, such profits resulting from in- 
crease in the price level between the time of 
purchase and the time of sale are offset in 
the economy aggregate by the correspond- 
ing reduction in purchasing power of those 
who sold their services or goods at the lower 
price level and must pay for their own 
needs, out of the proceeds, at the higher 
price level. It is a case where one man’s 
gain is another man’s loss. 


Lower Bracket Losses 


In the economy aggregate, in fact, such 
gains may be more than offset by the cor- 
responding losses since the losses would fall 
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chiefly in the lower brackets. The millions 
of taxpayers with fixed salaries or more or 
less fixed wages, where the bulk of the buy- 
ing power lies, are the ones who pay the 
inflation profits. Their incomes, in general, 
are in the lower brackets. Their loss of 
take-home buying power is greater, there- 
fore, than the corresponding gain to those 
who derived the inflation profits. Thus, in 
total, the profits attributable to increases 
in the price level between the time of pur- 
chase and the time of sale actually reduce 
the aggregate buying power of the people. 


This is a factor to bear in mind in con- 
nection with inflation even without regard 
to profits attributable to the upswing of 
price. Incomes in the higher brackets are 
made up in large part of dividends and entre- 
preneurial profits... As prices rise, profits, 
both corporate and individual, increase. As 
prices rise, therefore, incomes in the higher 
brackets rise more or less proportionately. 
Incomes in the lower brackets, however, con- 
sisting chiefly of salaries and wages, lag behind 
the increases in price.” Thus, incomes before 


taxes become more and more unequal; and the 


1See Statistics of Income, published by the 
Treasury Department, for any year. 

2 Principles of Economics, by Frederic B. 
Garver and Alvin H. Hansen, Boston, 1937, 
p. 514. The statement there covers periods of 
uncontrolled price increases in the United States. 
It is also illuminating in this connection to con- 
sider the inflationary period in Germany from 
the end of the first World War up to the latter 
part of 1923. With reference thereto, see The 
Recovery of Germany, by James W. Angell, 
published by Yale University Press, New Haven, 
Conn. 1929, p. 28; also, German Business Cycles, 
by Carl T. Schmidt, National Bureau of Eco- 
nomic Research Publication No. 25, New York, 
1934, p. 12. 
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more unequal incomes are before taxes, the 
less in the aggregate is their amount after 
taxes, aS mathematical demonstration can 
easily verify. Equalization moves income 
from the top of high bracket incomes to the 
top of low bracket incomes; disequalization 
moves income from the top of low bracket 
incomes to the top of high bracket incomes. 
As incomes become more unequal, therefore, 
the net after taxes, the buying power, the 
money left for bread and milk and cars and 
homes, is thereby reduced. 


Stagnant Money 


In still another manner inflation reduces 
buying power. As observed above, while 
high bracket incomes may be able, in terms 
of current dollars, to keep pace with infla- 
tion, the low bracket incomes may be ex- 
pected to lag behind. There is very little 
stagnant money in the low brackets. . Not 
only do they represent the bulk of the buy- 
ing power, but the buying power that is 
there is all active. The upper brackets, how- 
ever, contain vast lakes of stagnant money.® 
Such money is not stirred by food, or 
clothes, or cars. Only the lure of profit can 
create motion there. No question is raised 
as to the importance of those reservoirs of 
money to the economy. It is only from 
the standpoint of current, steady buying 
power that they are not reliable. 


Through these many ways in which infla- 
tion reduces buying power, it is a very effec- 
tive counteragent against itself. Especially 
through the compound effects of the gradu- 
ated surtax, inflation automatically increases 
the percentage of the total national income 
taken by taxation and thus depresses the 
aggregate buying power of the péople. It 
constitutes, therefore, a very substantial 
brake upon itself. In a sense, then, it can 
be said that inflation is deflationary. 

If this is true with no change in surtax 
rates, it would be all the more true if those 


3See National Survey of Liquid Asset Hold- 
ings, Spending, and Saving, Part II, p. 13. Is- 
sued by Division of Program Surveys, Bureau of 
Agricultural Economics, U. S. Department of 
Agriculture, July, 1946. 





rates were increased. The assumption made 
in threats of tax increases that such in- 
creases could stop inflation is, therefore, a 
valid assumption. 


By the same token any reduction in the 
surtax rates would serve to weaken the de- 
fense which the brackets represent against 
runaway inflation. Until the air is cleared 
of inflation possibilities, until prices level off 
without the help of OPA, there should be 
no further reduction in the income tax rates. 


Equalizing Tax Benefits of 
Community Property 


During recent months some advocacy has 
developed of the plan heretofore proposed 
in these columns for allowing on separate 
returns of husband and wife an equal divi- 
sion between them of their earned income, 
regardless of whether such income consti- 
tutes community property.*. Such a plan 
would be good at any time as a political 
approach to the problem of equalizing the 
tax benefits of community property. As 
long as inflation remains a possibility, how- 
ever, such a plan should not be attempted 
without an offsetting adjustment of rates. 


After all, it will be no comfort to any one 
to. save a dollar in taxes and lose two, in 
terms of buying power, as a result of in- 
flation. The cry for tax reduction is an old 
cry that has reverberated in all income 
levels all down the ages. Only through the 
economic pains of recent decades have we 
found that tax reduction can be in reality 
only a dangerous illusion. 


It reminds one of a fable of similar an- 
tiquity. A dog with a piece of meat hanging 
from his teeth looked down from a bridge 
into a limpid pool below. In the water he 
could see another dog also holding a piece 
of meat. At least, that is what he thought 
he saw when into the water he leaped and 
opened his jaws for the grab. But he 
learned his mistake too late. Not only did 
he find that the meat he jumped for was 
only an image; the meat which he really 
held had slipped away. [The End] 


* The writer’s first outline of the plan appears 
in TAXES—The Tax Magazine, March, 1938. 





—————— 


MAINE SOLDIERS’ BONUS ACT 


Chapter 381, Maine Laws 1946, which proposed to levy taxes on admissions, 
luggage, jewelry, furs and toilet preparations and to increase the cigarette tax 
in order to finance a soldiers’ bonus, was defeated at the election held September 9. 
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Board, Inc.; practicing tax lawyer, accountant and economist; member of the 
Excess Profits Tax Committee of the American Bar Association 


| EFUND CLAIMANTS of excess profits 

taxes under Section 722 of the Internal 
Revenue Code have good cause to be elated 
over the taxpayer’s first definitive victory 
in the Tax Court on August 19, 1946, in the 
East Texas Motor Freight Lines case... Com- 
ing immediately after the organization of 
the new Excess Profits Tax Council, which 
is charged with the task of processing such 
claims, it is particularly auspicious. Since 
the Tax Court is the tribunal of final juris- 
diction in Section 722 cases, the pro-taxpayer 
principles laid down by it in this decision 
are binding on the Excess Profits Tax 
Council. To this extent, at least, this case 
marks the turning point in the judicial and 
administrative history of Section 722. The 
economic and legal difficulties encountered 
by taxpayers in implementing this special 
excess profits tax relief measure in the light 
of Treasury Regulations, the Commission- 
er’s Bulletin on Section 722, and the earlier 
pro-Treasury decisions in the Blum Folding 
Paper Box Company, the Monarch Cap 
Screw and Manufacturing Company; and the 
Fezandie and Sperrle, Inc cases, had fre- 
quently the effect of abrogating what other- 
wise would have been meritorious claims. 


Subsection 722(b)(4) Claim 


The East Texas Motor Freight Lines case 
is particularly significant because it deals 
with a subsection 722(b) (4) claim in accord- 
ance with which most claims for excess 
profits tax refunds have been filed, despite 
the fact that it offers the most difficult eco- 
nomic and legal obstacles. 


This particular law provides that a tax- 
payer has a right to a higher earnings credit, 
the excess over which is subject to excess 
profits taxes, if it can prove that its present 





—, No. 71 [CCH Dec. 15,333]. 
795 [CCH Dec. 14,395]. 
1220 [CCH Dec. 14,861]. 
1185 [CCH Dec. 14,860]. 
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- - Tax specialist for the National Industrial Conference 


credit is inadequate, that a change occurred 
immediately before or during the years 1936 
to 1939—the so-called base period of its 
operations, and that therefore, its normal 
earnings would have been greater at the 
end and during that time, if the event had 
occurred two years earlier. 

The claimant in this case had been pre- 
dominantly an intrastate motor freight car- 
rier. During 1938 it acquired three new 
routes with the consequent result that it 
became an interstate carrier as well. In 
addition, it changed its activities from the 
old joint haul distributing operation with 
probable empty returns to the more profit- 
able straight load one between key cities. 


Its first two years’ earnings were mate- 
rially lower than those of the latter half of 


its base period. Accordingly, the taxpayer | 


had already availed itself of another tax 
relief measure—the growth formula—with 
consequential partial relief from the unrea- 
sonable burden of excess profits taxes. 


Higher Earnings Credit 


The Tax Court held that these changes in 
operations warranted Section 722(b)(4) re- 
lief and that the taxpayer was entitled toa 
still higher earnings credit as a basis for 
taxing profits in excess of it during the war 
years. 

This case contributes much toward en- 
abling worthy Section 722(b)(4) claims to 
reach successful conclusions. Its salient fea- 
tures are as follows: 


Substantial Changes Unnecessary 


First, it establishes that the changes in 
the character of a business to invoke Sec- 
tion 722 need not be substantial. In the 
instant case, the taxpayer had engaged in 
interstate commerce to a small extent in 
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the years prior to 1938. It might be argued, 
too, that the conversion from the joint haul 
to the straight load is not in reality a deep- 
seated change in management, services fur- 
nished or capacity of operations. And no 
attempt was made by the Tax Court to 
show that the new operations were at least 
in part a substitution for the old. Subsec- 
tion 722(b)(4) claimants of particularly 
small firms have good cause to take heart 
in the fact that their changes in the char- 
acter of business need not necessarily be 
substantial as to nature or as to amount of 
profit yield. 


Growth Formula No Obstacle 


Second, the use of the growth formula, 
which has the effect of increasing the profits 
of the first half of the base period, does not 
bar the Section 722 claimant from pressing 
its claim if it can prove that its earnings 
credit is still inadequate. In this case the 
growth formula had already given the tax- 
payer an earnings base period credit equal 
to ninety-eight per cent of the earnings of 
its last year. 


Third, taxpayers not only have been 
plagued with trying to comply with the 
many Treasury Regulations and the Bulletin 
on Section 722 in order to qualify their 
Sction 722(b)(4) claims, but were at sea 
as to how to prove their claims before the 
Commissioner or later, if need be, before 
the Tax Court. The disturbing question is, 
How do you prove what your earnings 
would have been, had the changes in the 
character of the business occurred two years 
earlier than they actually occurred? Jn this 
case, expert witnesses were allowed to tes- 
tify that it would take two to four years for 
these changes in the motor freight carrier 
business to reach normal levels of opera- 
tions. The tax practitioners’ fear of being 
unable to introduce such evidence, in addi- 
tion to sound business data and statistics, 


are thus dispelled. 


Fourth, the Tax Court put an end to 
much of the loose, tantalizing reasoning 
about “normal” earnings during the base 
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period. Apparently, the mere occurrence of 
changes in the character of a business ren- 
ders the base period in which they took 
place subnormal. 


Computation for Correction 
of Earnings Credit 


Fifth, the computation for the correctior 
of the earnings credit in this case, once the 
old credit was proved inadequate, is particu- 
larly important, and should be studied by 
all interested Section 722(b)(4) claimants. 
The Tax Court compromised the testimony 
of the expert witnesses as to the length of 
time required for the taxpayer’s changes in 
its business to reach normalcy by first ar- 
bitrarily adding fifty per cent to the actual 
earnings of the company for the calendar year 
1939, though its base period actually ended 
on June 30, 1940. The earnings for 1936 
through 1938 were then reconstructed by 
applying the 1939 ratio of the new earnings 
of the company in relationship to all cor- 
porate profits of the country to the same 
statistics for those years.5 This reconstruc- 
tion procedure is as simple as all this. The 
decision clearly holds that national or local 
industry statistics are not indispensable for 
success in processing a Section 722 claim 
when they are not available. The old fear 
that the absence of industry statistics is 
fatal to success in a Section 722 claim, is 
without foundation. 


Proof of Productive Capacity 


Sixth, it is significant that the Tax Court 
assumed that the taxpayer’s actual 1939 fa- 
cilities would have been its productive ca- 
pacity throughout its base period for the 
purpose of arriving at its constructive earn- 
ings credit. More important still is the 
fact that the taxpayer was not obliged to 
prove that it would have enjoyed a suffi- 


5 “Statistics as to Corporate Profits, Years 
1918-1939, for Use in Consideration of Applica- 
tions Under Section 722 of the Code.” Mimco- 
graph 5807, published in the Internal Revenue 
Bulletin for January 25, 1945, 
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cient demand for its services throughout the 
base period to warrant its advanced con- 
structive earnings. Tax practitioners, who 
have become distraught trying to prove pro- 
ductive capacity, and particularly sales de- 
mand for their client’s reconstructed base 
period earnings, should be greatly com- 
forted by the simple procedure in this case. 
It seems that the taxpayer’s constructive 
earnings position in the profits of all cor- 
porations of all industries for 1939 and the 
application of this ratio to the other base 
period years, imply that the taxpayer would 
have had the sales demand to achieve its 
constructive base period earnings credit. 
Apparently, the testimony of engineers as 
to potential capacity, of hindsight analysts 
of markets for the base period, and the 
statements of customers as to what their pur- 
chase requirements would have been, are 
not as essential, though important, as some 
taxpayers think. 


Seventh, it must be pointed out that the 
Tax Court did not reduce the reconstructed 
credit by applying the Bulletin’s suggestion 
of a variable credit to the first and perhaps 
second excess profits tax years, when the 
changes in the character of the business 
might not quite have reached full economic 
development. 


Mathematical Errors 


And, eighth, mathematical errors in the 
computation of the reconstructed credit are 
not inimical to the success of a Section 722 
claim. In this case, the taxpayer failed to 
subtract the income tax paid in computing 
the earnings credit which is required only 
for the first excess profits tax year in ac- 
cordance with Section, 711(b)(1)(A). The 
Tax Court held in this matter that such an 
adjustment can be made by a recomputation 
under Rule 50 and does not mitigate against 
a meritorious claim. 


To appreciate properly the full importance 
of the East Texas Motor Freight Lines case 
in the history of Section 722, it must be 
compared with two earlier Tax Court deci- 
sions, i. e., the Monarch Cap Screw and Man- 
ufacturing Company, and the Fezandie and 
Sperrle, Inc. cases. The former supersedes 
them as authority where the same issues are 
involved. 


Treasury Victory 


The Monarch Cap Screw and Manufactur- 
ing Company Section 722 claim is a deserved 
victory for the Treasury. The Tax Court 
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held therein that the taxpayer’s base period 
earnings were not inadequate as a result of 
pertinent changes in character of the tax. 
payer’s business in accordance with sub- 
section 722(b)(4), and were not depressed 
by a temporary price war as prescribed by 
subsection 722(b) (2). 


The Tax Court rejected the taxpayer’s 
subsection 722(b)(4) basis because its 
changes in character in its cap screw busi- 
ness already reflected themselves in normal 
profits during the base period, and, there- 
fore, its earnings credit was not subnormal, 
The court held that the taxpayer’s changes 
in operations, distribution, and type of prod- 







uct, alleged to have occurred in 1934 and | 


thereafter, were insignificant, and that its 
fundamental change took place in 1929, long 
before the base period, when it converted 
from the manufacture of brake bands to 
cap screws. The court proved its point by 
showing that the taxpayer’s base period 


earnings record coincided materially with | 
that of general business, both being sig- | 


nificantly depressed in 1938, as compared 
with the surrounding years. This situation 
does not prevail in the East Texas Motor 
Freight Lines case. In the latter, the profits 
in the second half of the base period, during 
which the changes in character of the busi- 
ness occurred, were so much higher than 
that of the first half, that the growth for- 
mula was applicable. 


Alleged Price War 


As for the alleged temporary price war 
which depressed the taxpayer’s base period 
earnings, one cannot help but concur with 
the court’s findings. In the light of the evi- 
dence, it is apparent that the screw and bolt 
industry was actually undergoing a perma- 
nent transformation in manufacturing and 
sales operations, accompanied by vigorous 
competition. 


A post-mortem diagnosis of this case 
leads one to conclude that it might have 
been more desirable to have ignored the 
alleged price war and to have treated the 
taxpayer’s manufacture of “specials” and its 
change from indirect selling to jobbers, to 


direct selling to manufacturers as changes | 


in the character of business. It might be 
countered that this treatment of the data 
might also have proved fatal because the 
Tax Court in this case held that 1934 was 
not immediately before the base period, and, 
therefore, any changes in character of the 
business which occurred in that year and 
earlier years must be considered as having 
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fully reflected themselves in advanced earn- 
ings throughout the base period for Section 
722 purposes. 
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The court’s findings as to events in 1934 
is not conclusive in all cases., It held so in 
this one, because it could not discover a 
cause and effect relationship between the 
1934 events and new profits which should 
have arisen in the base period. However, 
the pleading of the concentration of events 
in 1934 and in the years prior to 1940 would 
have made the changes in character of the 
business appear more fundamental, and 
would, therefore, portray more accurately 
their true economic significance in the tax- 
payer’s history. 


One condemning argument that the Tax 
Court used in this pro-Treasury decision 
was that the taxpayer’s average profits for 
the years 1936 through 1939 were substan- 
tially greater than its average profits for its 
entire existence from 1924 through 1941. 
Though such a test is not always decisive, 
in trying to establish whether the base pe- 
riod earnings are normal, it is interesting to 
note that the Tax Court, to prove its point, 
availed itself of post-1939 data, which the 
taxpayer is precluded from using. There is 
no justification in the present statute for 
either the Treasury or the taxpayer in em- 
ploying post-1939 data to prove their respec- 
tive contentions. 


War Profits 


On December 10, 1945, on the same day 
that it handed down the Monarch Cap Screw 
aid Manfacturing Company case, another 
proper, Section 722 Treasury victory in the 
Fezandie and Sperrle, Inc. case was rendered 
by the Tax Court. In this decision a subsec- 
tion 722(b)(4) claim was denied the tax- 





payer because the change in character of its 
business during 1939 could not have oc- 
curred, were it not for the war. It ratified 
the broad principle laid down in the earlier 
GCM 24013 and in the Commissioner’s 
Bulletin on Section 722 that a change in 
character of business involving the manu- 
facture of munitions, though it took place 
during the base period, could not give rise 
to normal income.’ Accordingly, because of 
it, a taxpayer could not be entitled to an 
increased earnings credit to diminish in- 
come subject to excess profits taxes during 
the post-1939 war years. This decision, 
however, goes further to delimit this restric- 
tion to changes in character of business di- 
rectly responsible for the second World 
War. The Tax Court could not help but 
take judicial notice of the fact that all 
United States business during the base pe- 
riod, particularly in the last quarter of 1939, 
was tainted at least indirectly with war 
profits as a result of global demands for all 
varieties of our merchandise, though the 
United States did not declare war until De- 
cember 8, 1941. The entire period of hu- 
man history since 1914 is marred by war. 
In the history of mankind, war is normal. 
Unfortunately, it is peace that is abnormal, 
as any world history textbook will bear 
out only too emphatically. It must be con- 
cluded from a comparative reading of the 
statute, Regulations, GCM 24013 and the 
Feszandie and Sperrle, Inc. case, that a Sec- 
tion 722(b)(4) claim is outlawed only if the 
change in character of business immediately 
before or during the base period is ines- 
capably due to war. 


[The End] 


®For a detailed opinion of the author on 
GCM 24013, see ‘‘The General Counsel’s Section 
722 Memorandum,’’ TAXES—The Tax Maga- 
zine, January, 1945, pp. 63-66. 
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COOPERATIVE ASSOCIATIONS 


Any association organized and operated in fact as a cooperative enterprise 
will be exempt from federal tax on income, if legally obligated to distribute to its 
members all income in excess of cost of goods sold. The obligation need not 
arise from the articles of incorporation or by-laws, but may arise from a contract 


entered into between the association and its members. 


The interested parties 


must take steps, however, to assure that the obligation upon the association to 
make such distributions is definite. A claim to exemption by a taxpayer-associa- 
tion, predicated upon an understanding between it and its members, was denied, 
where it appeared that action by taxpayer’s board of directors was required 
before the obligation to distribute income arose. American Box Shook Export 
Association v. Commissioner, 46-1 ustc J 9314. 
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By SEYMOUR S. MINTZ 


-T HAS BEEN ANNOUNCED that the 
“Pot O’ Gold” radio program, popular 
before the war, soon will be back on the 
air... Such announcement renews interest in 
the Washburn case,” in which the Tax Court 
held some months ago that $900 received 
in 1941 as an award from the sponsor of the 
“Pot O’ Gold” radio program constituted a 
gift and hence was not includible in gross 
income.* This is one of the more recent 
cases to be decided within the shadowy area 
where the concepts of gift and income meet. 


Mrs. Washburn, said the court, was at 
home one evening, not listening to the radio, 
when the telephone rang and she was noti- 
fied that she had won the “Pot O’ Gold.” 
She was told further that she need do noth- 
ing to receive the money. Within a half 
hour a telegraph messenger brought a draft 
for $900 and a telegram from the sponsor 





1See Broadcasting-Telecasting, July 1, 1946, 
p. 79. An editorial in the July 15, 1946, issue 
of the same magazine (p. 52) concludes that 
the ‘‘Pot O’ Gold’’ and other money give-away 
programs are ‘‘bad radio’ and ‘‘borderline lot- 
tery’’ prohibited by Section 316 of the Com- 
munications Act of 1934. 

25 TC 1333 (1945) [CCH Dec, 14,900]. 


3’The decision evoked considerable comment 
in news periodicals. See, for example, Time, 
January 14, 1946, p. 47. 
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of the program, stating that the money was 
an “outright cash gift.” The recipient's 
name and telephone number had been se- 
lected by chance. Mrs. Washburn did not 
appear on the program, did not buy or use 
the product advertised thereon, did not give 
a testimonial in regard to it and did not 
authorize anyone to announce that she had 
received the money. The foregoing in sub- 
stance represents the facts found by the Tax 
Court. On the basis of this record, there is 
ample support for the court’s conclusion. 
It is submitted, however, that such record 
did not enable the Tax Court to come to 
grips with the basic issues in the case. 

An analysis of all the facts of a typical 
“Pot O’ Gold” program, in the light of the 
various concepts of gift and income, may 
aid in determining the scope of the decision 
in the Washburn case and the possible effect 
of this decision in other gift-income cases, 
particularly in the radio field. 


Conditions of Award 


The typical “Pot O’ Gold” program was a 
dramatic one in which the radio audience 
listened while wheels were spun for the pur- 
pose of selecting a single number from the 
nation’s telephone books, and while a tele- 
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phone call was placed to such number and a 
connection attempted. The audience even 
heard the buzz (presumably simulated in this 
instance) which represents to the one plac- 
ing a call the sound of the bell ringing at 
the other end. If the telephone was an- 
swered, the announcer requested that the 
subscriber in whose name it was listed be 
called to the telephone, imparted the news 
of the award, asking the subscriber’s reac- 
tion, and ordinarily made further inquiries 
relating to his occupation or profession. The 
radio audience listened to these questions 
and the announcer repeated for the benefit of 
the audience the responses of the subscriber 
or of any other person who answered similar 
questions in the absence of the subscriber. 
lf anyone answered the telephone, the sub- 
scriber received $900. If the telephone was 
not answered, the subscriber whose number 
had been drawn received only $100. The 
announcer stated in the course of the pro- 
gram that the payment was an “outright 
cift” and that the recipient had “nothing 
to do ti 


Definitions of Gift 


The federal income tax law does not: de- 
fine a gift, and the courts have not agreed 
on a definition. A number of tax decisions 
have indicated, for example, that donative 
intent is an essential element in the defini- 
tion of a gift* But the Supreme Court 





‘Estate of David R. Daly (1925), 3 BTA 1042 


[CCH Dec. 1331]; Willis L. Garey (1929), 16 
BTA 274 [CCH Dec. 5118]; Bert M. Wuliger 
(1929), 16 BTA 1220 [CCH Dec. 5300]; Hdson 


v. Lucas (CCA-8, 1930), 40 F. (2d) 398, 404 [1930 
CCH § 9284]; M. L. Levy (1930), 19 BTA 605 
[CCH Dec. 5973]; Fisher v. Commissioner 
(CCA-2, 1932), 59 F. (2d) 192 [1932 CCH { 9306]; 
Mary C. Mulqueen (1932), 25 BTA 441 [CCH 
Dec. 7420], aff'd (CCA-2, 1933) 65 F, (2d) 365 
{1933 CCH { 9312], cert. den. (1933) 290 U. S. 
14; Blanche 8S. Ross (1933), 28 BTA 39 [CCH 
Dec. 8049]; Acme Land & Fur Company (1934), 
31 BTA 582 [CCH Dec. 8781], aff'd (CCA-5, 
1936), 84 F. (2d) 441 [36-2 ustc { 9361]; Theo- 
dore C. Jackson (1935), 32 BTA 470 [CCH Dec. 
8939]; Botchford v. Commissioner (CCA-9, 
1936), 81 F. (2d) 914 [36-1 ustc {] 9149]. 





Mr. Mintz, formerly a special attorney 
in the Bureau of Internal Revenue, is a 
member of the District of Columbia Bar 
and is associated with the firm of Hogan & 
Hartson, Washington, D. C. 


“Pot O’ Gold” in the Tax Court 


stated in Helvering v. American Dental Com- 
pany” that the word “gift,” as it appears in 
Section 22 (b) (3) of the revenue statute, 
denotes “the receipt of financial advantages 
gratuitously,” emphasizing as the vital ele- 
ment the absence of consideration and im- 
plying that donative intent is unnecessary. 
The implications of this and other aspects 
of the American Dental Company decision 
are not clear.’ A less confusing, and tech- 
nically more acceptable, analysis is sug- 
gested by the following statement made by 


Justices Brandeis, Stone, Cardozo and 
Black, dissenting in Bogardus v. Commis- 
sioner *: 


“cs 


the categories of ‘gift’ and ‘compen- 
sation’ are not always mutually exclusive, 





5318 U. S. 322 (1943) [43-1 ustc § 9318]. 


® This case involved cancellation of indebted- 
ness, a peculiar subject taxwise. Thus, the Su- 
preme Court offered a philosophical basis for 
its decision when it stated in the forepart of 
the opinion: ‘‘Possibly because it seems beyond 
the legislative purpose to exact income taxes 
for savings on debts, the courts have been 
astute to avoid taxing every balance sheet im- 
provement brought about through a debt re- 
duction.’’ The Tax Court had found no evidence 
of donative intent and therefore had ruled that 
the cancellation of indebtedness did not consti- 
tute a gift. (1941) 44 BTA 425 [CCH Dec. 
11,802]. 

7The majority and minority opinions of the 
Tax Court in Lewis F. Jacobson (1946), 6 TC 
. No. 133 [CCH Dec. 15,155], reflect some of 
the difficulties experienced in interpreting the 
American Dental Company decision. 


§ 302 U. S. 34 (1937 [37-2 ustc fj 9534]. 


Harris & Ewing 
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but at times can overlap. What controls is 
not the presence or absence of consideration. 
What controls is the intention with which 
payment, however voluntary, has been made. 
Has it been made with the intention that 
services rendered in the past shall be re- 
quited more completely, though full acquit- 
tance has been given? If so, it bears a tax. 
Has it been made to show good will, esteem, 
or kindliness toward persons who happen 
to have served, but who are paid without 
thought to make requital for the service? 
If so, it is exempt.” ® 


Donative Intent 


It is not believed, despite the implications 
of Helvering v. American Dental Company, 
supra, that the element of donative intent is 
now to be ignored in determining whether a 
gift has been made. Even according such 
decision its full effect, the factor of donative 
intent still may be decisive in borderline 
cases, particularly when it is not clear 
whether consideration is present. 





Courts, in determining whether gifts were 
intended and made in other cases, have ac- 
corded particular weight to the following 
factors (the case citations thereto by no 
means being exhaustive): personal relation. 
ship between the payor and payee (family, 
friendly, or unfriendly)”; nature of the 
payor’s activities (profit making or non- 
profit making) ;” in the case of a corporation, 
the authority of the individuals (officers, 
stockholders or board of directors) who 
made or approved the payment;” existence 
or non-existence of a moral or legal obliga- 
tion to make the payment;* the payee’s 
past rendition of services for the payor;* 
presence or lack of consideration; prior 
agreement or contract between the parties; 
language used by the payor in authorizing 
and making the payment;” method of treat- 


ing the payment on the payor’s books and | 


tax returns;® voluntary or involuntary char- 
acter of the payment;” act of the payor in 
proportioning the payment to benefits re- 


ceived;” future benefits anticipated by the | 


payor.” 





®*The majority of the Supreme Court in the 
Bogardus case applied substantially the same 
test as did the dissenting judges, but, of course, 
reached a different conclusion. The majority, 
too, said: ‘*. - intention must govern.’’ 

10 See Bass v. Hawley (CCA-5, 1933) 62 F. 
(2d) 721, 723 [3 ustc 1038]; Wright v. Com- 
missioner (1929), 14 BTA {1337 [CCH Dec. 
4769]; Brown v. Commissioner (1932), 25 BTA 
814 [CCH Dec. 7476]; Gibbs v. Commissioner 
(1933), 28 BTA 18 [CCH Dec. 8044]. 

11 Noel v. Parrott (CCA-4, 1926), 15 F. (2d) 
669 [1 ustc {J 184], cert. den. (1927) 273 U. S. 
754; Fitch v. Helvering (CCA-8, 1934), 70 F. 
(2d) 583 [4 ustc § 1271]; McDermott v. Com- 
missioner (CA of DC, 1945), 150 F, (2d) 585 
[45-2 ustc { 9340]. 

122 Blair v. Rosseter (CCA-9, 1929), 33 F. (2d) 
286 [1 ustc J 416]; Noel v. Parrott, supra; Garey 
v. Commissioner, supra; Fisher v. Commis- 
sioner, supra; Cunningham v. Commissioner 
(CCA-3, 1933), 67 F. (2d) 205 [3 ustc { 1161]; 
Fitch v. Helvering, supra; Anderson v. Com- 
missioner (1934), 31 BTA 197 [CCH Dec. 8709], 
aff'd (CCA-2, 1935) 79 F. (2d) 979. 

13 See Wright v. Commissioner, supra; Lan- 
don v. Commissioner (1929), 16 BTA 907 [CCH 
Dec. 5225]; Lougee v. Commissioner (1932), 26 
BTA 23 [CCH Dec. 7564], aff’d (CCA-1, 1933) 
63 F. (2d) 112 [1933 CCH {§ 9104]; Cunningham 
v, Commissioner, supra; Bogardus v. Commis- 
sioner, supra, 

14 Garey v. Commissioner, supra; Weagant v. 
Bowers (CCA-2, 1933), 57 F. (2d) 679 [1932 CCH 
§ 9217]; Noel v. Parrott, supra; Fisher v. Com- 
missioner, supra; Lougee Vv. Commissioner, 
supra; Bass Vv. Hawley, supra; Poorman v. 
Commissioner (CCA-9, 1942), 131 F. (2d) 946 
[42-2 ustc { 9814]; Anderson v. Commissioner, 
supra. 


1% In defining a gift, the absence of considera- 
tion is usually deemed to be an essential ele- 
ment separate from donative intent. See Beatty 
v. Commissioner (1927), 7 BTA 726 [CCH Dec. 
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2632]; Blair v. Rosseter, supra; Binger v. Com- 
missioner (1931), 22 BTA 111 [CCH Dec. 6689]. 
In many cases, however, the courts in practice 
seem to treat the element of consideration 
merely as a factor in determining the payor’s 
intent. See the discussion in the text, and 
Magill, Taxable Income (Ronald Press, revised, 
1945), p. 402. But cf. American Dental Com- 
pany v. Helvering, supra. 


16 See Old Colony Trust Company (1929), 279 | 
U. S. 716 [1 ustc J 408]; Mulqueen v. Commis- | 


Sioner, supra; Weagant v. Bowers, supra. 


17 Bogardus v. Commissioner, supra; Lougee 
v. Commissioner, supra; Bass v. Hawley, supra; 
Cunningham v. Commissioner, supra; Anderson 


v. Commissioner, supra; Poorman v, Commis- 
sioner, supra, 


18If payments to officers or employees are 
charged as business expenses, the courts nor- 
mally hold the payments to be compensation 
and therefore includible in gross income. Noel 
v. Parrott, supra; Fisher v. Commissioner, 
supra; Lougee v. Commissioner, supra; Ander- 
son v. Commissioner, supra; Poorman v. Com- 


missioner, supra. See also Weagant v. Bowers, 
supra. 


12 Amounts were held not to be gifts on facts 
indicating ‘‘extortion’’ by a deputy city clerk 
from prospective bridegrooms who paid in order 
to obtain their marriage certificates promptly 
and to avoid the embarrassment of being crit- 
icized for stinginess. United States v. McCor- 
mick (CCA-2, 1933) 67 F. (2d) 867: cert. den. 
(1934) 291 U. S. 662. See also Wuliger v. Com- 
missioner (1929), 16 BTA 1220 [CCH Dec. 
5300]; (1930) 19 BTA 462 [CCH Dec. 5945]. 


20 Proportioning the payments to salary was 
held indicative of intent to pay additional com- 
pensation in Poorman v. Commissioner, supra, 
and Landon v. Commissioner, supra. Cf. Wright 
v. Commissioner, supra. 


*1 See Weagant v. Bowers, supra. 
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Controversial Factors 


Several of the above-listed factors offer 
no aid in determining whether the sponsor 
intended and effected a gift when it made the 
“Pot O’ Gold” program payments, either 
because the factors were not present in the 
case of such payments or because, although 
present, the factors give rise to conflicting 
inferences. First, there was no agreement 
or relationship between the parties ante- 
dating the radio program. Next, the form 
in which the sponsor did business—i.e., cor- 
porate, partnership, or individual—is not 
believed to be important in this case. Re- 
gardless of such form, it is probable that the 
individuals authorizing the payments on be- 
half of the sponsor had the legal capacity to 
do so, since, considered as gifts or otherwise, 
the payments were calculated to increase the 
sponsor’s business. For the same reason, 
an inference of non-donative intent could 
not be drawn from a showing that the spon- 
sor’s books of account and tax returns had 
reflected the payments as business expenses. 
Similarly, the factors of consideration and 
services rendered both lead to inconclusive 
results, as applied to this case. Suppose, 
for example, that an individual was listen- 
ing to the “Pot O’ Gold” program, heard 
his name selected and the telephone call 
placed to his number. Under such circum- 
stances, it would be a legal detriment to the 
individual to answer the telephone, and it 
would be a legal benefit to the sponsor to 
have it answered; but the act of answering 
would constitute services rendered, and 
hence consideration, only if such act was the 
“price” of the sponsor’s offer to pay $900, 
as distinguished from a condition to a pro- 
posed gift by the sponsor.” So viewed, the 
factors of consideration and services ren- 
dered may be applied to this case only after 
the payor’s intent is known, and this is one 
of the matters in issue. The same largely 
is true as to the existence or non-existence 
of a moral or legal obligation to make the 
payment. Another factor from which no 
wholly clear-cut inference may be drawn re- 
lates to the voluntary or involuntary char- 
acter of the payments. These were volun- 
tary in the usually accepted sense, inasmuch 
as the sponsor initially could have adopted 
means of advertising other than the “Pot O’ 
Gold” radio program. But the sponsor 
could not carry out this particular scheme 
of advertising without promising to make 
the payments in question. Moreover, once 





2 “Consideration distinguished from  condi- 
tion,’’ in Section 112 of Williston on Contracts, 
discussed infra. 


“Pot O’ Gold” in the Tax Court ! 


it had announced publicly that it would make 
the payments, it was under a business com- 
pulsion to do so. This last observation, 
however, is entitled only to limited weight 
because of its ex post facto basis. 


Gift Interpretation 


Other factors in the typical “Pot O’ Gold” 
case lead to more or less definite inferences. 
Some of these factors and inferences may 
be assembled to reach a result as follows: 
The sponsor referred to the payments as 
gifts. A business firm reasonably may make 
wholly voluntary payments, i.e., gifts, as a 
means of increasing its good will. The fact 
that the firm is motivated as in this instance 
by business reasons, and not by generosity, 
is immaterial if it actually intended to make 
a gift. The payor’s action in publicizing 
the transaction over a radio network does 
not necessarily affect the issue since pub- 
licity should not convert into income a 
payment which was intended as a gift. Nor 
is the issue affected by the fact that the 
payee is chosen by chance. In general, the 
owner of property may give it to whomever 
he wishes. The conditions precedent to 
payment were (a) that the payee be a tele- 
phone subscriber and (b) that his telephone 
number be selected by chance. Such con- 
ditions did not require that the subscriber 
or his representative participate in the pro- 
gram, listen to the program, or answer ques- 
tions, and hence did not involve the rendition 
of services. The sponsor received some 
benefit from satisfaction of the aforesaid 
conditions precedent, but such benefit was 
not as great as when the telephone was an- 
swered.™ Yet a payment was made whether 
or not the telephone was answered, and 
since it is reasonable to assume that the 
sponsor’s intent was the same in each case, 
it may be argued that a gift was intended in 
both cases.* If, moreover, the sponsor had 
been thinking in terms of services rendered 
and benefits received, it would not have paid 
$900 to a subscriber who was absent when 
the telephone rang, but would have paid 





23 See Bogardus v. Commissioner, supra, and 
the decisions cited in Mertens, Law of Federal 
Income Taxation, Section 6.08. 


7% The answering of the telephone, or the pos- 
sibility thereof, made the program far more 
dramatic and entertaining to the radio audience 
and hence more valuable to the sponsor. 

2° This argument is weak, since it is as rea- 
sonable, or more reasonable, to begin with the 
other premise (i, e., the comparatively large 
benefit obtained, by reason of enhanced audi- 
ence interest, when the telephone was an- 
swered) and thereby reach the conclusion that a 
gift was intended in neither case. 
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such $900 to the individual who answered 
the subscriber’s telephone and who, in the 
subscriber’s absence, responded to all the 
questions of the announcer.” In any event, 
income is not received in every case in which 
the payor, in choosing the payee, imposes 
conditions which involve the rendition of 
services by the payee and the receipt of 
benefits by the payor.” Acceptance of the 
foregoing arguments would lead to the con- 
clusion that the sponsor intended to and did 
make a gift, and that the “Pot O’ Gold” 
payment, therefore, is not includible in gross 
income, 


Income Interpretation 


The contrary view is based on the follow- 
ing factors: Benefits were received by the 
sponsor when someone answered the tele- 
phone and responded to the announcer’s 
questions. The telephone conversation, par- 
ticipated in either by the subscriber, or by 
one whom the sponsor accepted for its pur- 
poses as the subscriber’s representative, was 
as integral a part of the program entertain- 
ment as the music which was played on such 
program. Even if the telephone connection 


on the “Truth 
or Consequences” show belonged to Jack 
Dempsey 


The “anonymous voice” 


Acme 











was not completed, the sponsor received a 
benefit from the use of the subscriber’s name 
and telephone number. These were ex- 
ploited in a commercial activity. The sub- 
scriber’s privacy was invaded. However 
little was taken from the subscriber, it was 
taken, and what was taken was precisely 
what the sponsor wanted. While entitled 
only to nominal weight, the subscriber, 
moreover, used his capital to buy telephone 
service, which resulted in his name appear- 
ing in the telephone book, such use of his 
capital therefore being somewhat indirectly 
related to the later receipt of gain.* The 
sponsor’s characterization of the payment 
as an “outright gift” is evidenciary but not 
conclusive.” This characterization might 


merely be a form of “dealer’s puffing.” Or § 


by such language the sponsor might have 
meant that the subscriber would not be re- 
quired to suffer or do anything more than 
he had already undergone to receive the 
money. Read in their complete context, the 





7It is possible, however, that the sponsor 
adopted the policy of paying the telephone sub- 
scriber in every instance because of unpleasant- 
ness and legal complications which might have 
developed between A and B if the sponsor had 
paid A for answering B’s telephone. 

77 United States v. Merriam (1923), 263 U. S. 
179 [1 ustc { 84] (bequest to executor in lieu 
of compensation or commissions); Edwards v. 
Cuba Railroad Company (1925), 268 U. S. 628 
{1 ustc | 139] (subsidy by Cuban Government). 


*°The statement in the text suggests that the 


payments may even constitute income within | 


the narrow judicial definition adopted by the 
Supreme Court in Hisner v. Macomber (1920), 
252 U. S. 189 [1 ustc § 32], as follows: ‘‘In- 
come may be defined as the gain derived from 
capital, from labor, or from both combined, 
provided it be understood to include profit 
gained through a sale or conversion of capital 


assets.’’ Cf. Chicago, Rock Island ¢& Pacific 
Railway Company v. Commissioner (CCA-7, 
1931), 47 F. (2d) 990 [2 ustc { 696], cert. den. 


284 U. S. 618, holding taxable the overcharges 
resulting from errors in computation of passen- 
ger fares; I. T. 1667 (1923), C. B, II-1 83, hold- 
ing that income was realized by a restaurant 
customer who received with his meal a winning 
ticket entitling him to an automobile; and 
G. C. M. 16572 (1936), C. B. XV-1 82, indicating 
that the comparatively slight expenditure of 
human energy involved in embezzlement is 
enough to satisfy the Macomber definition. 
G. C. M. 16572 has been modified bv G. C. M. 
24945, 1946 I. R. B.-13-12335 (p. 21), following 
Commissioner v. Wilcox (1946), 66 S. Ct. 546 
[46-1 ustc J 9271]. The opinion of the Tax Court 
in the Washburn case by inference indicates 
that, on the basis of the record before it, the 
court did not believe the payment came within 
the Macomber definition. Such definition has 
all the pretty formalism of a minuet. See U. S. 
v. Kirby Lumber Company (1931), 284 U. S. 
1 [2 ustc § 814]. 


2° Levy v. Helvering (CA of DC, 1933), 68 F. 
(2d) 401. See also Bogardus v. Commissioner, 
supra, 





October, 1946 @© TAXES—The Tax Magazine 



































































































































Acme 
The 
with 
and a 
they 


quote 
inten 
to th 
bene: 
of us 
num 
gran 
ating 
appa 
by t 
teley 
fact 


pro! 


ther 
neal 
also 
ing 
own 
wou 
Gol 
tent 
at | 


— 








ved a 
name 
> @X- 
sub- 
vever 
: Was 
“isely 
titled 
riber, 
hone 
Dear- 
f his 
ectly 
The 
ment 
t not 
right 
Or 
have 
e re- 
than 
the 

, the 


ynsor 
sub- 
Sant- 
have 
- had 


J. & 
lieu 
ls v. 
628 
ent). 


the 
ithin 
the 
920), 
“*In- 
from 
ned, 
rofit 
Dital 
icific 
‘A-7, 
den. 
rges 
sen- 
\old- 
rant 
ning 
and 
ting 
. of 
is 
ion. 
M. 
ying 
546 
yurt 
ates 
the 
thin 
has 
. 8. 
S. 


F. 


ver, 








Acme 

The lucky naval 
with the “Truth or Consequences” emcee 
and a portion of the “Consequences”. Are 


ensign (seated) shown 


they “gift” or “income”? 


quoted words do not show that the sponsor 
intended to make a gift. A strong inference 
to the contrary arises (a) from the monetary 
benefits obtained by the sponsor as a result 
of using the subscriber’s name and telephone 
number on a commercial advertising pro- 
gram: (b) from the sponsor’s action in cre- 
ating an $800 differential in payments, based 
apparently on the greater benefit received 
by the sponsor in the case in which the 
telephone was answered;” and (c) from the 
fact that the sponsor, being in business for 
profit, was not motivated by generosity but 


° Presumably the $800 differential was baced 
on the following two features which marked 
the case in which someone answered the tele- 
phone: (1) As already suggested supra, note 
24, the program in such case was more dramatic 
and entertaining to the radio audience than it 
was in the case in which the telephone was not 
answered; and (2) while it was not required 
that the person be listening to the program, 
there was a material possibility that if he was 
near enough to the telephone to answer it, he 
also would be near a radio and might be listen- 
ing to the program. It is recollected that some 
owners of movie theaters assured patrons they 
would be reimbursed in the event a ‘‘Pot O’ 
Gold’’ loss was incurred because they were at- 
tending the particular theaters instead of being 
at home to answer the telephone. 


“Pot O’ Gold” in the Tax Court 


by a desire to sell its product." The con- 
cept of income is broad and the concept of 
gift is relatively narrow. Thus the Board 
of Tax Appeals stated in Mary C. Mul- 
queen:* 

“The petitioner constructs her argument 
as if the gift exemption were an omnibus 
provision embodying any receipt which can 
not be fitted into the several categories set 
forth in the statutory description of gross 
income. This is contrary to good reasoning. 
Claiming such exemption, the petitioner must 
prove affirmatively that what she received 
was a gift; and failing to prove it to be a 
gift, it may properly be held within the 
broad definition of gross income, and that 
the respondent’s determination to that effect 
has not been overcome.” 

In view of the foregoing, it may strongly 
be argued that the $900 payment falls within 
the broad definition of income contained in 
Section 22(a) of the Internal Revenue Code, 
and has not been shown to be a gift under 
Section 22(b) (3). 


McDermott Case 


In a number of respects, the typical “Pot 
O’ Gold” case differs from the case of Mc- 
Dermott v. Commissioner,® in which it was 
held that the American Bar Association had 
made a gift in paying $3,000 (the Ross Essay 
Prize) to Professor McDermott for the best 
essay submitted on a legal subject chosen 
by the Association, which was acting under a 


trust established by the will of Judge 
Erskine M. Ross. Non-profit organizations, 
including the American Bar Association, 


customarily make awards such as law school 
scholarships and monetary payments to per- 
sons chosen as deserving on the basis of 
competition in the field of the award. The 
work required to be done by the contestants 
has led to a difference of opinion as to the 
tax status of such awards. While there may 
be, and in the case of the Ross Essay Prize 
there was, a substantial amount of work 
done by the contestants, the argument sup- 
porting a gift is that such work was not 
done for compensation but for the purpose 
of satisfying the conditions under which a 
gift would be made.“ The writing of the 
essay might have involved a legal detriment 





31 See Fitch v. Helvering, supra, in which the 
court, in holding that the payee received in- 
come and not a gift from a commercial corpora- 
tion, relied in part on the fact that the payor 
‘“‘was engaged in the business of making money 
and not making gifts.”’ 

32 Supra, note 4, 

33 Supra, note 11, 

34 See Williston, op. cit. 


























































to Professor McDermott and a legal bene- 
fit to the American Bar Association; but 
such writing did not constitute consideration 
negating a gift if, on a reasonable analysis, 
it appeared that the writing “was not re- 
quested as the price of the promise but was 
merely a condition of a gratuitous prom- 
ise.” * The Court of Appeals for the Dis- 
trict of Columbia in effect held in the 
McDermott case that the writing of the essay 
was not the price of the American Bar As- 
sociation’s promise to pay $3,000." 

The writer believes that awards such as 
the Ross Essay Prize fit with greater ease 
into the gift box than do payments con- 
nected with commercial advertising schemes, 
even when the commercial advertising pay- 
ments involve only nominal efforts by the 
recipients. It is believed that a high degree 
of proof should be required before accepting 
the claim that a commercial advertiser made 
a gift.” 

From the standpoint of tax equity, one 
may criticize a view like that suggested 
above, which tends to distinguish between 
awards made by non-profit institutions and 
those made by business concerns, by re- 
quiring a higher degree of proof as to intent 
in the one case than in the other. Such dis- 
tinction is acceptable on principle, however, 
as long as the payor’s motive plays a part 
in an objective ascertainment of its intent, 
and as long as such intent aids in determin- 
ing whether the award is income or a gift.™ 
gifts, principally because the existence of 

It is submitted, in conclusion, that the 
“Pot O’ Gold” radio program payments 
more closely resemble income than they do 
donative intent is doubtful, considering the 





35 Ibid. 

% Reasonable persons may differ with this 
result, as indicated by the dissent of Chief 
Justice Groner. 

% The published rulings of the Bureau of In- 
ternal Revenue do not squarely cover cases like 
that of the Ross Essay Prize or the ‘‘Pot O’ 
Gold.’”’ The rulings, however, seem to reflect 
a tendency, although not a well-defined one, 
more readily to accept the gift characterization 
when a non-profit organization as contrasted 
with a commercial concern is payor. Cf. G. C. M. 
5881 (1929), C. B. VIII-1 68, and L. O. 1040 
(1920), 3 C. B. 120 with O. D. 602 (1920), 3 
C. B. 93, I. T. 1651 (1923), C. B. II-1 54, and 
I. T. 1667 (1923), C. B. II-1 83. 

3% Precise evaluation of the reliability and 
usefulness of the text statement must await 
further development (or repudiation) of the 
implications in the American Dental Company 
decision, supra. For an economist’s criticism 
of the important role generally accorded the 
payor’s intent in this field, see Simons, Per- 
sonal Income Taxation (University of Chicago, 
1938), p. 134. He would not, however, solve the 
Problem in the way the American Dental Com- 
pany decision did, but would include gifts in 
gross income insofar as practicable. 
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nature, arrangement and purposes of the 
program. Stated another way, it is diff. 
cult to accept the gift designation as being 
applicable to a segment of a business trans- 
action, essentially involving a radio sponsor 
on the one hand and the entire radio audience 
or the purchasing public on the other. An 
unrealistic result is achieved if one carves out 
from such total transaction (as the Tax 
Court found it necessary to do on the basis 
of the narrow record in the Washburn case) 
a relationship between the sponsor and one 
member of the public, and if one then 
reaches a decision as to the nature of that 
relationship without regard to the larger 
transaction of which it is a part. The Wash- 
burn decision, which held that the particular 
“Pot O’ Gold” payment involved in that 
case was a gift, is believed to be of limited 
importance, because of the scanty record on 
which the decision is based. Some hint to 
this effect may be drawn from the fact that 
the Commissioner has neither acquiesced 
nor non-acquiesced in such decision. 

The foregoing conclusion as to the “Pot 
O’ Gold” program is believed to be appli- 
cable to payments made in the course of 
many other radio programs, including the 
“Truth or Consequences” show, on which 
a naval ensign, Dick Bartholomew, quali- 
fied to receive some thirteen thousand dol- 
lars worth of goods and services, including 
the use of a housemaid for one year, by 
identifying an anonymous voice as that of 
Mr. Jack Dempsey. 

An Alice-in-Wonderland world it is in 
which a business-minded person presents 
nine hundred dollars to a stranger within 
the hearing of thirty million other individu- 
als. Should the recipient bear part of the 
national tax-costs, or should such costs be 
spread entirely among those who work more 
arduously? Radio companies, radio adver- 
tisers, radio artists and the listening public 
in general are subject to income taxes on 
their monetary gains. It is axiomatic that 
when gains escape the tax net, the tax rate 
theoretically must be adjusted upwards for 
those whose gains do not escape. While 
the listening public may not now evince 
consciousness of this iron law of taxation, 
the sums involved seem to be growing larger, 
and perhaps eventually will assume impor- 
tance in dollars and cents as well as in 
principle. Radio advertisers, therefore, may 
find it desirable to re-survey their give- 
away programs with a view toward avoid- 
ing a possible future public reaction against 
those programs the language and arrange- 
ment of which seem to aid tax minimization. 


[The End] 
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SOME INCOME TAX PROBLEMS 
OF ACTORS 


By HENRY CASSORTE SMITH 


In this article Mr. Smith, a partner of the New York law firm of Webster & 
Garside, classifies the most common tax difficulties of actors arising from the deter- 
mination of gross income, the deduction of professional expenses and foreign taxes 


CTORS, both movie actors and actors on 

the legitimate stage, are faced by income 
tax problems which differ considerably from 
those of the average taxpayer. We shall 
attempt to discuss some of those problems 
in this article. 

Most income tax problems of actors arise 
with respect to (1) the determination of 
gross income, (2) the extent to which various 
professional expenses (including entertain- 
ment expenses) are deductible in determin- 
ing gross adjusted income and (3) obtaining 
credits or deductions against the federal in- 
come tax by reason of the imposition of 
income taxes by foreign governments. 


Determination of Gross Income 


The determination of the actor’s gross 
income presents but few problems. He is 
taxable under Section 22 (a) of the Internal 
Revenue Code on all his “gains, profits, and 
income derived from salaries, wages, or 
compensation for personal service” in his 
profession as well as from all other kinds 
of income in respect of which all taxpayers 
are taxed. 


Let us first discuss a few instances where 
attempts have been made by taxpayers to 
reduce the amount of gross income to be 
reported by devices designed to allocate the 
income to subsequent taxable years. 

In Laughton v. Commissioner, 113 F. (2d) 
103 [40-2 ustc J 9561], considered after be- 
ing remanded for further findings, 43 BTA 
1207, an actor was the owner of all the cap- 
ital stock of a British corporation, with the 
exception of qualifying shares, but was not 
an officer or director. The corporation en- 
tered into contracts with American movie- 
producing companies and received the actor’s 
earnings, the actor being paid, pursuant to 
a contract between him and the corporation, 
a salary considerably less than that received 
by the corporation for his services to the 
‘movie companies. The corporation made 
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loans in excess of $100,000 to the actor- 
taxpayer during the two tax years in ques- 
tion. 

The Board of Tax Appeals held (40 BTA 
101 [CCH Dec. 10,753]) that the British cor- 
poration and the taxpayer were separate 
entities for income tax purposes and found 
there was evidence that the corporation was 
organized for the purpose of producing mo- 
tion pictures upon its acquisition of sufficient 
capital. The Circuit Court of Appeals, Ninth 
Circuit, remanded the case to the Board of 
Tax Appeals and held, on the authority of 
Higgins v. Smith}? 308 U. S. 473 [40-1 ustc 
{ 9160] (decided before the Board of Tax 
Appeals had decided the Laughton case): 

“The question is whether Laughton’s hir- 

ing of himself to Industries, Ltd., for a sal- 
ary substantially less than the compensation 
for which the corporation supplied his serv- 
ices as its employee to various motion pic- 
ture producers, constituted, in effect, a single 
transaction by Laughton in which he re- 
ceived the larger sum paid by the producers 
[to the corporation ].” 
The Board was directed to make a finding 
of fact with respect to that issue. (Cf. Fon- 
taine Fox v. Commissioner, 37 BTA 271 [CCH 
Dec. 9942].) 


Single-Picture Corporations 


An official of the Bureau of Internal Rev- 
enue has recently announced? that deficiencies 
would be asserted against movie producers 
and actors who had organized corporations 
to produce single pictures upon the comple- 
tion of which the corporations were dis- 
solved and liquidated, the liquidating dividends 
being derived largely from the revenue re- 
ceived by the corporations upon the sale of 
the pictures to distributors. The Bureau 
spokesman stated that by such use of the 





1There it was held that no capital loss re- 
sulted from a sale of stock by the individual 
taxpayer to a corporation wholly owned by him. 


2 New York Herald Tribune, July 27, 1946, p. 6. 
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corporate device, the stockholders paid a 
tax on capital. gains (on the dividends re- 
ceived in liquidation) not exceeding twenty- 
five per cent instead of the high surtaxes to 
which such income would have been sub- 
jected but for the organization of the 
corporation. If deficiencies are asserted, in- 
teresting litigation may result in respect of 
the situations in which the corporate fiction 
will be ignored in income tax cases. [See 
Armstrong’s article, “Shall We Have a Clif- 
ford Doctrine for Corporations?” in the 
September, 1946 issue of TAxes—The Tax 
Magazine, p. 830] 

It would seem unlikely that an actor could 
spread his income from services currently 
rendered to later years by virtue of an ar- 
rangement whereby his employer, in lieu of 
paying him a current salary, would purchase 
a paid-up annuity naming the actor as the 
annuitant. In Robert P. Hackett v. Commis- 
stoner, 5 TC 1325 [CCH Dec. 14,899], the 
Tax Court held that the employer’s purchase 
of an annuity for an employee as compensa- 
tion for services currently rendered was not 
governed by Section 22 (b) (2) of the 
Internal Revenue Code (the annuity provi- 
sions), but that the employee had construc- 
tively received the full fair market value of 
the annuity in the year when it was pur- 
chased for him (in which year the employer 
had deducted the entire cost of the annuity 
as a business expense), and that the entire 
purchase price of the annuity was income 
to him in that year under Section 22 (a) of 
the Code. 


Advantages of Section 107 


Actors, unlike authors, rarely, if ever, are 
able to avail themselves of the considerable 
advantages of Section 107 of the Internal 
Revenue Code, which permits a taxpayer 
who has received in one year at least eighty 
per cent of his total compensation for per- 
sonal services performed over a period of 
three years or from an artistic work which 
took three years or more to produce, to ap- 
portion the compensation over a three-year 
period. Perhaps movie actors could bring 
themselves within Section 107 by taking 
an interest, as partner or joint venturer, in 
a movie production in lieu of receiving com- 
pensation at the time of making the picture. 


Deduction of Professional Expenses 


Probably the most numerous as well as 
the most important of the income tax prob- 
lems of actors arise with respect to the de- 
duction of professional expenses pursuant to 
Section 23 (a) (1) (A) of the Code, which 
permits the deduction of the following: 
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“All the ordinary * and necessary expenses 
paid or incurred during the taxable year in 
carrying on any trade or business, including 
a reasonable allowance for salaries or other 
compensation for personal services actually 
rendered; traveling expenses (including the 
entire amount expended for meals and lodg- 
ing) while away from home in the pursuit 
of a trade or business; and rentals or other 
payments required to be made as a condi- 
tion to the continued use or possession, for 
purposes of the trade or business, of prop- 
erty to which the taxpayer has not taken or 
is not taking title or in which he has no 
equity.” 


The regulations relating to the deduction of 
professional expenses are Regulations 11], 
Sections 29.23 (a)-1 et seq. Regulations 111, 
Section 29.23 (a)-5, reads as follows: 


“Professional expenses—A professional man 
may claim as deductions the cost of supplies 
used by him in the practice of his profession, 
expenses paid in the operation and repair 
of an automobile used in making profes- 
sional calls, dues to professional societies and 
subscriptions to professional journals, the 
rent paid for office rooms, the cost of the 
fuel, light, water, telephone, etc., used in 
such offices, and the hire of office assistants. 
Amounts currently expended for books, fur- 
niture, and professional instruments and 
equipment, the useful life of which is short, 
may be deducted.” 


Conditions of Exemption 


The Bureau of Internal Revenue and the 
courts have given an intelligent recognition 
to the unusual and substantial expenses of 
actors. Recognizing the normally large 
amount of an actor’s professional expenses, 
the Commissioner has even ruled that in the 
case of “a variety entertainer” agent’s com- 
missions, amounts expended for material, 
dialogue, music, transportation to place of 
engagement, and board and lodging when 
the individual maintains a bona fide home 
and performs away from home and other 
expenses are not subject to withholding un- 
der the Current Tax Payment Act of 1943, 
provided the entertainer delivers to his em- 





2 “*Now, what is ordinary, though there must 
always be a strain of constancy within it, is 
none the less a variable affected by time and 
place and circumstances. Ordinary does not 
mean that the payments must be habitual or 
normal in the sense that the same taxpayer 
will have to make them often. A lawsuit affect- 
ing the safety of a business may happen once 
in a lifetime.’’ From opinion of Mr. Justice 
Cardozo in Welch v. Helvering, 290 U. S. 111, 
113-114 [3 ustc {| 1164]. 
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ployer an itemized statement of the expenses 
claimed. The ruling states that total ex- 
penses of not over fifty per cent of the actor’s 
gross salary may be accepted as a reasonable 
allowance and exempted from withholding, 
and even expenses in excess of fifty per cent 
of the salary may be accepted as reasonable 
if the employer is satisfied as to their rea- 
sonableness. (Bureau letter dated Septem- 
ber 8, 1943, 443 CCH J 6273.) 


The fact that net losses rather than a net 
profit have resulted from the taxpayer’s con- 
duct of his business or profession in a par- 
ticular year does not prevent the deduction 
of business expenses under Section 23 (a) 
(1) (A) of the Code.* (Cecil v. Commissioner, 
100 F. (2d) 896 (CCA-4) [39-1 ustc J 9247]; 
Doggett v. Burnet, 65 F. (2d) 191 (CA of 
DC ) [3 ustc J 1090]; Mertens, Law of Fed- 
eral Income Taxation, Vol. 4, Section 25.04.) 


As regards such usual expenses as the fees 
of an actor’s agent, rental of a studio, em- 
ployment of a valet, cost of trade journals, 
etc., there can be little doubt but what the 
express language of Section 23 (a) (1) (A) 
and the regulations above mentioned would 
permit such deductions without question, 
and the courts have so held.® 


Expense of Legal Advice 


The expense of legal advice in connection 
with the actor’s professional contracts and 
litigation is clearly deductible as a business 
expense under Section 23 (a) (1) (A) of the 
Code. (Bartholomew v. Commissioner, 4 TC 
349 [CCH Dec. 14,241]; appeal dismissed, 
151 F. (2d) 534.) Incidentally, Treasury 
Decision No. 5513, promulgated May 14, 
1946, amending Regulations 111, Section 
29.23 (a)-15, permits the deduction of “ex- 
penses paid or incurred by an individual in 
the determination of liability for taxes upon 
his income.” This decision probably permits 
the deduction of fees of attorneys and ac- 





‘In this connection see Section 130 of the 
Internal Revenue Code (the so-called ‘‘hobby 
amendment’’) which provides that if in each 
of five consecutive years the deductions (other 
than taxes and interest) which would be allow- 
able to an individual (except for the provisions 
of that section) have exceeded by more than 
$50,000 the gross income derived from such 
trade or business in each of such years, the 
net income of the taxpayer for each of the 
five years shall be recomputed and the total 
deductions for all of those years shall be al- 
lowed only to the extent of $50,000 plus the 
gross income attributable to the trade or 
business. 


5 Regulations 111, Section 29.23 (a)-1; 29.23 
(a)-5; Mertens, Law of Federal Income Taxa- 
tion, Vol. 4, Section 25.107, note 80. 
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countants in respect of the preparation of 
any individual taxpayer’s federal income tax 
return, the resistance of income tax defi- 
ciencies sought to be imposed, and income 
tax refund claims. 


Automobile Upkeep 


The expenses of the upkeep and operation 
of automobiles of motion picture actors are 
apparently deductible “to the extent that 
they represent the cost of transportation 
actually required in carrying on their busi- 
ness.” (G. C. M. 5533, VIII-1 CB 166.) The 
Board of Tax Appeals so held in Joe May 
v. Commissioner, 39 BTA 946 [CCH Dec. 
10,701]. See, however, Charles Hutchison v. 
Commissioner, 13 BTA 1187 [CCH Dec. 
4496]. In Charles Coburn v. Commissioner, 
138 F. (2d) 763 (CCA-2) [43-2 ustc J 9652], 
an actor’s attempted deduction of deprecia- 
tion on his automobile was denied on the 
grounds that (1) there was no evidence that 
the automobile was used exclusively in his 
profession and (2) there was no evidence 
which would serve as a basis for making a 
reasonable approximation of the deprecia- 
tion resulting from the use of the automobile 
in his profession as distinguished from that 
resulting from its use for personal purposes. 


Dental and Medical Expenses 


In Reginald Denny v. Commissioner, 33 
BTA 738, 743 [CCH Dec. 9175], a movie 
actor who starred in pugilist roles was per- 
mitted to deduct the cost of replacing his 
broken teeth. However, in Sparkman v. 
Commissioner, 112 F. (2d) 774 (CCA-9) 
[40-2 ustc | 9522], a motion picture actor 
and radio performer sought to deduct the 
amount paid by him for artificial teeth as a 
professional expense. The taxpayer con- 
tended that he had had difficulty in articula- 
tion by reason of a slight hissing caused by 
missing teeth, which endangered success in 
his profession. In order to correct this con- 
dition he had had two sets of upper dentures 
made at a cost of $2,500. The new teeth 
eliminated the hissing sound when he talked 
and restored the taxpayer’s perfect enuncia- 
tion. Two sets of teeth were purchased to 
insure against loss of work in the event that 
one set was damaged or destroyed. The 
Circuit Court of Appeals affirmed the deci- 
sion of the Board of Tax Appeals and held 
that there was no evidence warranting the 
finding that the teeth were used or intended 
to be used for business purposes only; that 
the expense was a personal expense within 
the meaning of Section 24 (a) of the Code 
and hence not deductible. 
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The cost of a tonsillectomy (recommended 
to improve an actress’ speaking) has been 
held not to be deductible (Madge Evans v. 
Commissioner, BTA memo. op., Dkt. 89374 
[CCH Dec. 10,620-D]), but the expense of 
a physical trainer to assist two actors in 
keeping fit has been permitted to be deducted 
as a proper business expense. (Hutchison 
v. Commissioner, supra; Denny v. Commis- 
sioner, supra.) It should be noted, however, 
that Mr. Hutchison starred in “stunt” act- 
ing and Mr. Denny in pugilist roles where 
physical fitness was a prerequisite. 


In Bartholomew v. Commissioner, supra, the 
expense of hiring a chauffeur-bodyguard for 
a child actor was held to be a permissible 
deduction. 


Wardrobe Expenses 


A movie actor’s expenses for costumes, 
wigs and make-up totaling $2,288.59 have 
been held to be properly deductible. (Denny 
v. Commissioner, supra.) In Helen Menken 
v. Commissioner, BTA memo. op. [CCH Dec. 
10,621-G], the taxpayer’s testimony in sup- 
port of her claim of a deduction for cos- 
tumes, shoes, costume jewelry, wigs (gross 
income approximately $33,000 and business 
expenses $8,041) was held to be sufficient 
in view of the loss of her memorandum book 
in which such expenditures were listed and 
in view of the fact that the store where such 
purchases were made was no longer in busi- 
ness. 


In Hutchison v. Commissioner, supra, a 
movie actor was permitted to deduct the full 
cost ($1,279.83) of purchasing his wardrobe, 
which was provided by him and used by 
him only “on the set.” The cost of cleaning 
the clothes was also allowed as a deduction.® 


In Bureau Bulletin F (revised January, 
1942) a ruling states: 


“If costumes purchased by actors and 
actresses are used exclusively in the pro- 
duction of a play, and are not adapted for 
occasional personal use and are not so used, 
a deduction may be claimed on account of 
such depreciation in their value as occurs 
during the taxable year on account of wear 
and tear, decay or decline and obsolescence 
arising from their professional use, passage 
of time, and discontinuance of the produc- 
tion for which they were acquired.” 





®See Commissioner v. Benson et al., 146 F. 
(2d) 191 (CCA-9) [45-1 ustc § 9109], where a 
traffic officer of the California Highway Patrol 
was permitted to deduct the cost of cleaning 
his uniform. 
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Service Expenses 


In William Lee Tracy, 39 BT& 578 [CCH 
Dec. 10,619], it was held that a motion pic. 
ture actor’s tips in the amount of $161 to 
studio employees were deductible as ordi- 
nary and necessary expense in the conduct 
of his profession. In Leonore Ulric v. Com- 
missioner, 27 BTA 666 [CCH Dec. 7910}, 
reversed February 14, 1935, by Circuit Court 
of Appeals, Second Circuit (without opin- 
ion), and in Bruce Cabot and Adrienne Ames 
Cabot v. Commissioner, BTA memo. op., Dkt. 
90,995 [CCH Dec. 10,652-E], an actress was 
permitted to deduct the expense of maid 
service on the set, travel expense to Eng- 
land to make a picture, rent while in Lon- 
don, tips, etc. In Commissioner v. Madge 
Evans, BTA memo. op. [CCH Dec. 10,620-D], 
an actress was permitted to deduct as busi- 
ness expenses a proportion of the cost of 
maintaining her home in Hollywood in 
which she transacted professional business,’ 
salary paid a maid on the set, and the cost of 
fan mail,® fan photographs, purchase of clothes 
used in her profession (but not a fur coat), 
cleaning and dyeing of clothes, maintenance 
of an auto used in her professional activities, 
telephone, theater tickets and flowers for 
persons with whom she had professional 
contact, and expenses of her mother’s trip 





to England to investigate booking engage- % 
B cui 


ments. 


Entertainment Expenses 


The matter of entertainment expenses’ 
usually figures rather largely in the actor’s 
income tax return. The question of the pro- 
priety of their deduction arose in the leading 
case of Blackmer v. Commissioner, 70 F. (2d) 





7TAccord, Freda W, Sandrich et al. v. Com- 
missioner, TC memo. op. [CCH Dec. 15,278(M)] 
(motion picture writer-producer-director). 


§ Difficulty arises in connection with substan- 
tiation of the postage paid on fan mail, fre- 
quently a very substantial item. It is our un- 
derstanding that all post offices in the United 
States will, upon request, issue what is in effect 
a receipt. This is done by the taxpayer’s ad- 
dressing a letter to the postmaster requesting 
the purchase of a certain number of stamps 
accompanied by cash payment for the stamps. 
If requested to do so, the postmaster will stamp 
the letter, initial and date the same and re- 
turn it to the taxpayer, who should retain it 
for substantiation of the payment upon the audit 
of his return. 


® For general discussion and collection of cases 
on the subject of the cost of entertainment as 
a business expense, see Mertens, op. cit., Vol. 
4, Section 25.78, note 83. 
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255 [4 ustc { 1264]. In 1927 Sidney Black- 
mer was engaged on the stage in New York 
City and elsewhere for thirty-nine weeks. 
His gross income for that year was $23,078.17. 
From that sum the Commissioner. approved 
the deduction by him of $10,898 as ordinary 
and necessary expenses in connection with 
the pursuit of his calling but disallowed a 
further deduction of $1,687.10 in his return 
covering complimentary tickets to plays, 
amounts spent by him for meals for invited 
guests, who included newspaper men, play- 
wrights, dramatic critics, backers of plays, 
actors and actresses, agents and directors, 
fliers, pugilists, school chums, army and 
navy men, hotel managers, a foreign prin- 
cess (who before her marriage was an Amer- 


ican authoress), a senator and members of 


his family. The court unanimously reversed 
the Board of Tax Appeals and, holding that 
the deductions should have been allowed, 


| said (at page 256): 


“As the word ‘necessary’ is used here [in 

Section 23 (a) (1) (A)] we think it means 
‘appropriate’ and ‘helpful’... The testimony 
made clear that the purpose of the enter- 
tainment was to enhance his [the actor’s] 
reputation as an actor and to secure theat- 
rical engagements more easily. His enter- 
tainment was reasonably connected with his 
profession.” 
(Accord, Leonore Ulric v. Commissioner, su- 
pra, reversed February 14, 1935, by the Cir- 
cuit Court of Appeals, Second Circuit [no 
opinion ].) 


Cohan Case 


In George M. Cohan v. Commissioner, 39 F. 
(2d) 540 (CCA-2) [2 ustc J 489], an emi- 
nent theatrical manager and producer was 
found by the court to be “obliged to be 
freehanded in entertaining actors, employ- 
ees and ... dramatic critics.” He traveled 
considerably about the country but kept no 
account of his expenditures for entertain- 
ment or travel. He estimated that he spent 
some $11,000 on such entertainment in 1921, 
and $22,000 between July 1, 1921, and June 
30, 1922, or $33,000 for his tax year (which 
was on a fiscal year basis). The Board of 
Tax Appeals refused to allow him to deduct 
any portion of these expenses on the ground 
that it was impossible to tell how much he 
spent. The Circuit Court of Appeals, by 


Learned Hand, Circuit Judge, said (at page 
543): 


“Absolute certainty in such matters is 
usually impossible and is not necessary; the 
Board should make as close an approxima- 
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tion as it can, bearing heavily if it chooses 
upon the taxpayer whose inexactitude is of 
his own making. But to allow nothing at 
all appears to us inconsistent with saying 
that something was spent. True, we do not 
know how many trips Cohan made, nor how 
large his entertainments were; yet there was 
obviously some basis for computation, if 
necessary by drawing upon the Board’s per- 
sonal estimates of the minimum of such ex- 
penses. The amount may be trivial and 
unsatisfactory, but there was basis for some 
allowance, and it was wrong to refuse any, 
even though it were the travelling expenses 
ofasingletrip. It is not fatal that the result 
will inevitably be speculative; many impor- 
tant decisions must be such. We think that 
the Board was in error as to this and must 
reconsider the evidence.” 


Evidence of Entertainment— 
Business Expenses 


In Ned Wayburn v. Commissioner, 32 BTA 
813 [CCH Dec. 9001], the taxpayer, a the- 
atrical producer and president of a school of 
stage dancing, was permitted to deduct his 
expenses in entertaining prospective custom- 
ers, some of which was done in his home, 
which included a bar * and game rooms. He 
claimed that such expenses aggregated 

22,080.91; but the Board of Tax Appeals, 
in the absence of records, memoranda or 
cancelled checks, made an approximation 
and allowed only $12,000.% In Joe May v. 
Commissioner, supra, entertainment expenses 
of $1,076.64 were allowed as being “a rea- 
sonable approximation.”” In Reginald Denny 
v. Commissioner, supra, the Board of Tax 
Appeals disallowed for lack of substantia- 
tion the expense of maintaining a boat (where 
guests were entertained) and also entertain- 
ment expenses in his own home. In Hal E. 
Roach v. Commissioner, 20 BTA 919 [CCH 
Dec. 6348], the entertainment expenses of 
the president of a motion picture company 





1®@ An attorney recently has been permitted to 
deduct depreciation on a cocktail table in his 
home where it was shown that it was used for 
the entertainment of clients. Arthur A. Beaudry 
v. Commissioner, 150 F. (2d) 20 (CCA-2) [45-2 
ustc { 9328] and TC memo. op., Dkt. 109,352 
[CCH Dec. 14,978(M)]. 

11In Lewis F. Jacobson v. Commissioner, 6 
TC —, No. 133 (May, 1946) [CCH Dec. 15,155], 
an attorney sought to deduct entertainment 
expenses of $750 although he had kept no rec- 
ord of them. He testified that he had spent 
at least $1,850 for that purpose. The Tax Court 
allowed a deduction in the amount of $750. 

12See Mertens, op. cit., Vol. 4, Section 25.78, 
notes 88-92, for cases relating to substantiation 
of such expenses. 
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were disallowed * on the grounds that they 
were properly the expenses of the corpora- 
tion of which he and his wife were the sole 
stockholders, and that his “claims were 
couched in terms of bare estimates and are 
supported by little satisfactory evidence”; 
that “no evidence whatever was offered to 
show what part of these expenditures was 
personal and what part for necessary busi- 
ness.” 


The leading text writer on income taxa- 
tion states the problem of the deductibility 
of entertainment expenses ™ as follows: 


“The point where entertainment stops be- 
ing personal and becomes a matter of busi- 
ness is obviously undefinable even in 
particular cases. That the spender may get 
a vicarious thrill out of the contacts made 
and the amounts expended should be insuf- 
ficient as a basis for the denial of the deduc- 
tion. If direct business benefits may reasonably 
be expected to flow from the entertaining, 
then the amount should be deductible even 
though there may be some overlapping be- 
tween personal pleasure and business in- 
centive, if the type of entertaining is a nor- 
mal procedure in similar lines of business 
activities. There should be a reasonably so- 
licitous attitude with respect to the cost of 
maintaining the fecundity of the goose that 
lays those golden tax eggs.” ” 


Club Membership 


In Charles S. Lee Commissioner, TC 
memo. op., Dkt. 5562 [CCH Dec. 15,097(M)], 
an architect, whose business was the designing 
of motion picture theaters, deducted dues to- 
talling $474.25 for membership in a country 
club, a duck club and a variety club. There 
was evidence that a large percentage of all 


18 In Cecil P. Stewart and Dorothy K. Stewart 
v. Commissioner, TC memo. op., Dkt. 4338 
[CCH Dec. 15,094(M)], the Tax Court denied 
the taxpayers, the president of a New York 
brokerage corporation and his wife, a deduc- 
tion of $14,617.14 for business expenses on their 
1940 return, where of said amount $8.987.75 was 
supported by cancelled checks covering food 
and liquor consumed at various clubs and res- 
taurants, annual dues of social and golf clubs, 
payments for entertaining friends and clients, 
theater tickets and flowers for clients, ete. The 
Tax Court held that the evidence was so vague 
and indefinite that a segregation could not be 
made as to the portions of the expenses al- 
locable to business purposes; that it was diffi- 
cult to believe that all of the expenditures were 
made for business purposes and not for the 
taxpayers’ personal satisfaction. 


4 See 92 ALR 985-7 for collection of cases 
relating generally to the deduction of enter- 
tainment expenses, 


1% Mertens, op. cit., Vol. 4, Section 25.78. 


his fees were derived from acquaintances 
made in those organizations and that he had 
joined the clubs for the purpose of obtaining 
clients. Although the evidence of purely 
personal or social use was scant, the Tax 
Court was unable to conclude that the tax- 
payer’s use of the clubs was without its so- 
cial’ aspect, but permitted deduction of 
two-thirds of the club dues as ordinary and 
necessary business expenses. There are ap- 
parently but few decisions relating to the 
deduction of club dues and related expenses 
as business deductions. See Il’inger v. Com- 
missioner, 6 BTA 945 [CCH Dec. 2377 ] (dis- 
allowed); Gann v. Commissioner, 41 BTA 388 
[CCH Dec. 11,004] (disallowed); Van Siclen 
v. Commissioner, 33 BTA 544 [CCH Dec. 
9148] (disallowed); Boehm v. Commissioner, 
35 BTA 1106 [CCH Dec. 9652] (disallowed) ; 
Johnson v. United States, 45 F. Supp. 377 (DC 
Calif.) [42-1 ustc J 9180]; I. T. 1844, II-2 
CB 104; 464 CCH { 8681 (rewrite bulletin). 
In the Johnson case, supra, an attorney was 
permitted to deduct golf club dues and re- 
lated expenses of $775.40 as business ex- 
penses where it was shown that he joined 
the club solely for the purpose of meeting 
new clients and that he did in fact obtain 
substantial legal clientele from that source. 


Although the courts have shown consid- 
erable liberality in respect of the matter of 
the substantiation of entertainment and other 
professional expenses of actors (see partic- 
ularly George M. Cohan v. Commissioner, 
supra) it goes without saying that actors 
should make the most conscientious efforts 
to record all expenditures in a journal or 
memorandum book and to preserve can- 
celled checks and receipted statements cov- 
ering such expenditures. 


Expenses Away From Home 


The matter of deducting an actor’s ex- 
penses while acting away from his home, 
has given rise to litigation and, as the result 
of the decision of the Supreme Court in the 
Flowers case hereinafter discussed, may con- 
ceivably be challenged to some extent by the 
Bureau of Internal Revenue. In 1943 the 
Circuit Court of Appeals, Second Circuit, in 
Charles Coburn v. Commissioner, supra, held 
that an actor whose apartment (used as his 
home and business office) was in New York 
and who had spent 263 days of the taxable 
year in California acting in motion pictures 
could deduct, under Section 23 (a) (1) (A) 
of the Code, as an ordinary and necessary 
business expense his entire living expenses 
incurred while sojourning in California, in- 
cluding the rent of a furnished apartment 
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in Los Angeles, the salaries of a cook and 
chauffeur and the cost of his food during 
that period. The Circuit Court of Appeals 
held that, regardless of the meaning to be 
given to the term “home” as used in Section 
23 (a) (1) (A) of the Code, the taxpayer’s 
home was in New York, not in California. 
It further held (at pages 764-765): 


“There is nothing to controvert petition- 
er’s assertions that each of his limited en- 
gagements in California was only a tem- 
porary diversion from his life-long career on 
the legitimate stage. He was not exclusively 
a film actor during the year in question. The 
fact that by chance he got five short-term 
contracts which caused him to spend 263 
days in California did not wrest him from 
New York City permanently even in a pro- 
fessional sense. His ‘home’ remained there, 
whether the word be construed in its usual 
domiciliary sense or in the special ‘tax’ 
sense.” 


In Ina Claire Wallace v. Commissioner, 144 
F. (2d) 407 (CCA-9) [44-2 ustc ¥ 9437], an 
actress, who made her home in San Fran- 
cisco with her husband, went to Hollywood 
for several months in 1939 to star in movie 
productions. She sought to deduct her 
household expenses while in Hollywood as 
a business expense. The Tax Court refused 
to permit the deduction on the ground that 
the term “home” as used in Section 23 (a) 
(1) (A) of the Code meant her place of 
business or the post at which she was em- 
ployed—not her domicile*® The Circuit 
Court of Appeals reversed the Tax Court 
and held that the term “home” meant the 
actress’ domicile and allowed the deduction 
of the expenses. 


In Hutchison v. Comm«ssioner, supra, 
travelling expenses of an actor totalling $2,585, 
incurred in viewing locations for the making 
of motion pictures, were allowed as a busi- 
ness deduction. 


Flowers Case 


The Supreme Court in J. N. Flowers v. 
Commissioner, 66 S. Ct. 250 (January 2, 1946) 
[46-1 ustc J 9127], recently has dealt with 
the problem of the deductions of a taxpayer 
while away from home on business. In that 
case the taxpayer maintained his home in 
Jackson, Mississippi, where he lived with 


’%° The Tax Court has quite consistently so 
held. See William Lee Tracy v. Commissioner, 
39 BTA 578, 582 [CCH Dee. 10,619]; Lindsay 
v. Commissioner, 34 BTA 840 [CCH Dec. 9450]; 
Bixler v. Commissioner, 5 BTA 1181 [CCH Dec. 
2084]. 
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his family, voted and paid taxes. During 
1939 and 1940 he was vice-president and 
general counsel of the Gulf, Mobile & Ohio 
Railroad. The taxpayer refused to move his 
family from Jackson to Mobile, Alabama, 
where the principal offices of the railroad 
were located, and arranged that he would 
continue to reside in Jackson but would per- 
sonally pay his travelling expenses between 
Jackson and Mobile and his living expenses 
while in Mobile. During 1939 the taxpayer 
spent 203 days in Jackson and sixty-six in 
Mobile and in 1940 spent 168 days in Jack- 
son and 102 days in Mobile. In his 1939 and 
1940 inconfe tax returns the taxpayer de- 
ducted $900 and $1,620 respectively from his 
gross income to cover his travelling expenses 
between the two cities and the cost of his 


meals and hotel accommodations while in 
Mobile. 


The Commissioner disallowed these de- 
ductions, a determination which was sus- 
tained by the Tax Court. The Circuit Court 
of Appeals, Fifth Circuit, reversed the deci- 
sion of the Tax Court, and the Supreme 
Court then granted certiorari in view of the 
conflict between the Circuit Court’s decision 
and that of the Circuit Court of Appeals, 
Fourth Circuit, in Barnhill v. Commissioner, 
148 F. (2d) 913 [45-1 ustc J 9260]. The 
Supreme Court held that the Circuit Court 
of Appeals had erred in reversing the deci- 
sion of the Tax Court. The opinion of the 
majority of the Court, written by Mr. Jus- 
tice Murphy, reads in part as follows: 


Supreme Court on Travelling 
Expense Deductions 


“Three conditions must thus be satisfied 
before a travelling expense deduction may 
be made under Section 23 (a) (1) (A): 


“(1) The expense must be a reasonable 
and necessary travelling expense, as that 
term is generally understood. This includes 
such items as transportation fares and food 
and lodging expenses incurred while travelling. 


“(2) The expense must be incurred ‘while 
away from home.’ 


““(3) The expense must be incurred in pur- 
suit of business. This means that there must 
be a direct connection between the expendi- 
ture and the carrying on of the trade or 
business of the taxpayer or of his employer. 
Moreover, such an expenditure must be nec- 
essary or appropriate to the development 
and pursuit of the business or trade.” 


“ 


Failure to satisfy any one of the 
three conditions destroys the travelling ex- 
pense deduction. 
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“Turning our attention to the third con- 
dition, this case is disposed of quickly. There 
is no claim that the Tax Court misconstrued 
this condition or used improper standards in 
applying it. And it is readily apparent from 
the facts that its inferences were supported 
by evidence and that its conclusion that the 
expenditures in issue were nondeductible 
living and personal expenses were fully justi- 


fied. 


“The facts demonstrate clearly that the 
expenses were not incurred in the pursuit 
of the business of the taxpayer’s employer, 
the railroad. Jackson was his regular home. 
Had his post of duty been in that city the 
cost of maintaining his home there and of 
commuting or driving to work concededly 
would be nondeductible living and personal 
expenses lacking the necessary direct rela- 
tion to the prosecution of the business. The 
character of such expenses is unaltered by 
the circumstance that the taxpayer’s post of 
duty was in Mobile, thereby increasing the 
costs of transportation, food and lodging. 
Whether he maintained one abode or two, 
whether he travelled three blocks or three 
hundred miles to work, the nature of these 
expenditures remained the same. 


“The added costs in issue, moreover, were 
as unnecessary and inappropriate to the 
development of the railroad’s business as 
were his personal and living costs in Jack- 
son. They were incurred solely as the result 
of the taxpayer’s desire to maintain a home 
in Jackson while working in Mobile, a factor 
irrelevant to the maintenance and prosecu- 
tion of the railroad’s legal business .. .” 


The Court stated that it did not find it 
necessary to decide whether the term “home” 
in Section 23 (a) (1) (A) should be deemed 
to mean the taxpayer’s actual residence or 
his place of business, and mentioned, but did 
not purport to overrule or disparage, the de- 
cision in the Coburn case. There was a dis- 
senting opinion by Mr. Justice Rutledge. 


If one may hazard a guess, it would seem 
that the Supreme Court probably would 
have decided the Coburn case in favor of 
the taxpayer inasmuch as not only was Mr. 
Coburn’s actual residence in New York City 
but, in addition, one of his principal activi- 
ties was acting on the legitimate stage in 
New York. It could not be said, therefore, 
that he lived in New York instead of Holly- 
wood merely to suit his personal living con- 
venience. Where, however, a movie actor 
employed solely in Hollywood resides else- 
where for reasons only of personal living 





preference, the Bureau of Internal Revenue 
may conceivably urge that the decision of 
the Supreme Court in the Flowers case was 
controlling.” 


Other Deductions 


An actor, of course, has the same right to 
deduct charitable contributions as any other 
taxpayer has. (Internal Revenue Code, Sec- 
tion 23 (o).) Where such gifts are disallowed 
on the ground that the recipients are not 
charities within the meaning of Section 23 
(o), the gifts may, under some circumstances, 
be deducted under Section 23 (a) (1) (A) as 
business expenses. (Cf. Mertens, op cit., 
Vol. 4, Section 25.12.) 


Since January 1, 1944, federal excise taxes 
have not been deductible. (Internal Rev- 
enue Code, Section 23 (c) (1).) However, 
the fact that such taxes are not deductible 
as taxes under Section 23 (c) (1) does not 
prevent their being deducted as ordinary 
and necessary business expenses under Sec- 
tion 23 (a) (1) (A) of the Code. (See In- 
ternal Revenue Code, Section 23 (c) (1), and 
Regulations 111, Section 29.23 (c)-2. To 
illustrate, if an actress were required to pur- 
chase a fur wrap of Victorian style for use 
in the making of a movie (not suitable for 
ordinary personal wear), the substantial fed- 
eral excise tax thereon could not be deducted 
as a tax under Section 23 (c) (1) but prob- 
ably could be deducted as a proper expense 
in connection with her profession. 


Foreign Taxes 
on Professional Income 


Many actors are concerned with the prob- 
lem of paying taxes to two countries where 
all or a part of their professional earnings 
are derived from services performed in a for- 
eign country. The Internal Revenue Code 
provides that (subject to the limitation set 
forth in Internal Revenue Code, Section 
131-b) a taxpayer may deduct from his fed- 
eral income tax the amount of the foreign 
tax; or, if it is more advantageous for him 
to do so, he may deduct the foreign income 
tax from his gross adjusted income from all 





17 For other cases relating to the deduction 
of expenses while away from home on business 
see: 159 ALR 1217-25; O’Hara v. Commissioner, 
6 TC —, No, 109 [CCH Dec. 15,115]; Thomp- 
son v. Commissioner, 6 TC 285 [CCH Dec. 
14,999]; Bark v. Commissioner, 6 TC —, No. 
110 [CCH Dec. 15,116]; Schurer v. Commissioner, 
3 TC 544 [CCH Dec. 13,829]. 
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sources. (Internal Revenue Code, Sections 
131 and 23 (c).) The taxpayer must elect as 
to which of the two methods he intends to 
adopt as they are mutually exclusive. (W.K. 
Buckley, Inc. v. Commissioner, 5 TC 787 
[CCH Dec. 14,762].) Usually it is more 
advantageous from the standpoint of the 
federal income tax to deduct the foreign tax 
from the amount of the federal income tax 
rather than to deduct the foreign tax from 
the taxpayer’s gross adjusted income from 
all sources. Apparently the only situation 
where it is more advantageous to deduct the 
amount of the foreign tax from the taxpayer’s 
gross adjusted income from all sources pur- 
suant to Section 23 (c) of the Code, is where 
the income which’ was subjected to the for- 
eign income tax was received in one year 
and the foreign tax on that income was not 


paid until a subsequent year.” (See 461 CCH 
| 181.245.) 

Tt has been held that a taxpayer on a cash 
receipts and disbursements basis who had no 
foreign income in the taxable year may not, 
in view of the formula provided for in Section 
131 of the Code, deduct from his federal income 
tax for that year an additional foreign tax 
paid in the taxable year in respect of an ear- 
lier taxable year. United States v. Rogers, 
122 F. (2d) 485 (CCA-9) [41-2 ustc { 9627]. 

The Tax Convention is retroactive to Jan- 
uary 1, 1945, as respects the American federal 
income tax. Tax Convention, Article XXIII. 





Great Britain Tax Convention 


The new Great Britain Tax Convention 
now in full force and effect,® provides that 
where an American actor-taxpayer ” remains 
in England no longer than 183 days in a 
particular year, the income derived from 
services performed there during that period 
is exempt from taxation under the English 
income tax statutes. The tax conventions to 
which the United States, Canada, France 
and Sweden are parties do not contain pro- 
visions similar to the Great Britain Tax Con- 
vention (as amended by the protocol there- 
to) exempting the income of an actor cover- 
ing services performed in the latter countries 
during a period of less than 183 days. With 
respect to income earned in those countries 
the actor-taxpayer is relegated to the pro- 
visions of the Internal Revenue Code, Sec- 
tions 131 or 23 (c).™ 

[The End] 


20 A protocol (amendment to the Tax Conven- 
tion) signed June 6, 1946, provides that Ar- 
ticle XI (3) of the Convention shall be deemed 
to be deleted. Article XI (3) contained a dis- 
criminatory exception against actors and other 
entertainers who remained in England less than 
183 days. See 464 CCH { 6052 et seq. 

71Each of the aforementioned tax conven- 
tions provides that Sections 131 and 23 (c) of 
the United States Internal Revenue Code con- 
tinue to remain in full force and effect. 
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INTEREST v. DIVIDENDS 


Two issues were before the Fifth Circuit in the appeal by the taxpayer in 
the case of Petit Anse Company v. Commissioner, 46-1 ustc 9260. 


The rule in the Dobson case (limiting the power of review in cases 
arising from the Tax Court) was applied in the first issue to sustain the decision 
that payments of eight per cent on debentures were payments of interest and 
not distributions of earnings, although such amounts were payable only if and 


when earned and declared. 


The Tax Court was reversed, however, on the second issue, the Fifth Circuit 
holding that a taxpayer, which in the operation and development of a salt mine 
discovered a larger number of remaining salt units than had been believed to 
exist during previous years, was not required to recompute its depletion basis 
and to retroactively reduce its depletion allowances for past years, taken prior 
to the ascertainment of the new salt deposits. 
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A SOGGESTION 


fre the Vewble Iacation Problem: 


By FE. L RAYMOND 


The author, owner of the F. I. Raymond Company, Chicago, Illinois, proposes 
a series of coordinated changes in the federal income tax law to effect a reduction 
of double taxation 


T HE FAULTS in our present system of 
taxing corporation profits and subse- 
quently taxing individual income from cor- 
poration dividends are so well known that 
I find it unnecessary to undertake a restate- 
ment of them here. That these faults exist 
and persist, results, I believe, not so much 
from indifference or deliberate intent as from 
our inability as yet to discover correctives 
which do not promise to introduce new 
faults as serious as those which the cor- 
rectives would remove. 


In this situation, I present the following 
proposals for a set of coordinated changes 
in our federal income tax law. To insure 
complete clarity, I also present three 
amended tax return forms showing how the 
proposals would be reduced to practice. 


General Plan 


Under this general plan the corporation 
would continue to pay a substantial normal 
tax on its net profit, but under a new and 
simple procedure the individual would re- 
ceive credit for this normal tax in much 
the same manner that he now receives credit 
for the tax which is withheld on his wages. 


The feasibility of this part of the plan 
rests on the new method of passing this 
credit on to the individual without the ne- 
cessity of any additional accounting either 
upon the part of the individual or the cor- 
poration or the government. 


The general plan would also include a 
moderate tax on the undistributed profits of 
the corporation after certain exemptions, 
and no credit would accrue to the individual 
as a result of this tax. By proper correla- 
tion of the rates of the corporation normal 
tax and the corporation undistributed profits 
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tax, the tax advantage resulting from hold- 
ing income in the corporation would be 
offset by the disadvantage of the undistrib- 
uted profits tax, so that any residual advan- 
tage would be insufficient to interfere with 
the normal distribution of profits to stock- 
holders. 


Exemptions 


In connection with this undistributed profits 
tax, it should be noted at once that the 
smaller corporation would be exempt until 
its book value exceeds $50,000, while the 
larger corporation would be exempt until 
its surplus exceeds twenty per cent of the 
difference between its paid-in capital and 
the cost of stocks which it holds in other 
corporations. These exemptions would 
eliminate the major objections inherent in 
earlier undistributed profits taxes. 


Computation of Capital Gains 


Since capital gains are inseparably com- 
bined with the problem of undistributed 
profits, the general plan also includes a 
novel change in the computation of capital 
gains. Where a profit results from the sale 
of corporation shares and there has been 
an accumulation of profits in the corporation 
during the holder’s period of ownership, 
then that part of the profit which represents 
the value of the accumulation would be 
called “realized accumulations,” and only 
the excess would be called a capital gain. 
The realized accumulation would be taxed 
at the same rates as regular income, while 
the capital gain would continue to be taxed 
at a reduced rate. Here again, the feasibil- 
ity of this change rests upon the new and 
simple method of separating the profit from 
sales of stocks into realized accumulations 
and capital gains. 
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Objectives 


The objectives of practicability, simplicity 
and improved equity through the reduction 
of double taxation will be readily apparent 
in the general plan. 


A less obvious objective is to promote a 
more normal conduct of business in general 
as opposed to the abnormal conduct stimu- 
lated under the present system. As this 
objective is very important in my opinion, 
I see fit to explain it in some detail. 


Under the past and present system it will 
be remembered that the distribution of cor- 
poration profits immediately incurred addi- 
tional tax liability to the stockholders, and 
in many cases this additional liability was 
heavy. Thus, the persons who controlled a 
corporation increased the total tax liability 
of the stockholders whenever dividends were 
paid. Whenever the stockholders did not 
require dividends for income, it became ad- 
vantageous to hold the corporation’s profits 
in the corporation and thereby avoid or post- 
pone this additional tax liability. Since un- 
distributed corporation profits constitute 
savings of the stockholders, I think it is 
incontrovertible that the past system stimu- 
lated total savings unnaturally. 


To me it is not so important that the 
past system stimulated savings as it is that 
the use of these savings was restricted and 
actually forced into particular channels. 
Here it will be remembered that undistrib- 
uted profits were subject to a penalty tax 
of fifty per cent if these were not used in 
the business of the corporation. Thus, the 
corporation had to use these savings either 
for the purchase of plants, equipment or 
office buildings or for the purchase of sub- 
sidiaries. Although the stockholders en- 
joyed savings, they could not use these sav- 
ings for the purchase of homes or other 
non-productive durable consumer goods. 


Many economists have agreed that our 
difficulties in recent decades are traceable 
in large measure to a seemingly chronic in- 
ability to maintain a satisfactory balance 
between our total expenditures for capital 
goods and consumptive goods. Not a few 
have attributed this inability to our ex- 
panded total savings. 


I would not hold that these difficulties re- 
sulted wholly from our past system of tax- 
ing corporation profits and dividends, but 
I do hold that it would be prudent for us 
to remove this artificial stimulation to cor- 
poration savings in view of the admitted 
difficulties. Nor would I agree with those 
persons who would force the full distribution 
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of corporation profits. Instead I would urge 
that we remove any stimulation in either 
direction. 


Thus, one of the principal objectives of 
this general plan becomes to remove those 
features of our income tax law which oper- 
ate to encourage either an unnatural distri- 
bution of profits or an unnatural retention 
of profits, and thereby to accomplish a more 
natural total of savings and a more natural 
use of savings. 


Details of the Plan 


The details of the proposed changes are 
shown clearly in the accompanying proposed 
income tax return forms. Form 1040 (Pro- 
posed) would replace the present Form 1040 
for individuals. Form 1120 (Proposed) 
would replace the present Form 1120 for 
corporations. Schedule D (Proposed) would 
replace the present Schedule D for the pres- 
ent Form 1040, and this same Schedule D 
(Proposed) would be used for the new Form 
1120 (Proposed). 

While these forms reveal the details of the 
plan, some explanation of the principal 
changes will clarify the methods involved 
and facilitate finding the changes in the 
proposed forms. 


Crediting the Individual 
for Corporation Normal Tax 


The theory behind this procedure is that 
the profit of the corporation is in reality the 
income of the individual stockholders. Thus, 
when the corporation pays a normal tax of 
forty per cent (for example) on its net profits, 
the individual will have paid a tax of forty 
cents out of each dollar of this part of his 
income. If the remaining profit is distrib- 
uted as dividends, the individual will receive 
only sixty cents out of each dollar of this 
part of his income. It is important, there- 
fore, to note that for each sixty cents which 
the individual receives as dividends he will 
have had $1.00 of real income and will have 
paid forty cents in tax. Some inaccuracy 
will result from such a computation because 
of undistributed profits and changing rates 
of the normal tax, but this inaccuracy will 
be of minor proportions. 


Referring to Form 1040 (Proposed), it 
will be noted that the individual will report 
the full amount of dividends received from 
domestic corporations as item 2. In doing 
so he will report only sixty per cent of his 
real income from this source since, as has 
just been explained, his real income is $1.00 
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for every sixty cents which he receives as 
dividends. Thus, to determine his real in- 
come he must add forty cents for each 
sixty cents received as dividends. There- 
fore, in item 25 he will report as additional 
income this forty cents, which is two-thirds 
of the amount he reported as dividends in 
item 2. His total taxable income as shown 
in item 26 then represents his total “real” 
income as differentiated from his “take 
home” income. 


In Form 1040 (Proposed) it is contem- 
plated that all the individual taxes will be 
combined into one graduated tax, so that 
the amount of the tax will be taken directly 
from a tax table and will be entered as item 
27. Against this total tax there will be 
allowed the usual credits for withholding 
tax, quarterly payments, and income tax to 
foreign governments; a special credit will 
also be allowed for the normal tax paid by the 
corporation. The manner in which these 
credits are allowed is shown in items 28 to 
37. The final balance of additional tax still 
to be paid is shown as item 35. 


The net result of this whole procedure 
will be first to charge the individual for the 
corporation normal tax as income, and then 
to credit him with the same amount as a 
payment against his total tax. 


This method of crediting the individual 
for the corporation normal tax is clearly 
a method of approximation which will, there- 
fore, result in slight errors. However, the 
extent of these errors will be small, and 
the errors will tend to be counterbalancing 
over a period of years. To offset this minor 
fault of approximation, there will be the 
very great advantages of simplicity, practi- 
cability, improved equity, and a much closer 
approximation to theoretical accuracy than 
has been achieved heretofore. 


Tax Rebates to Individuals 


In many cases, especially where incomes 
are in the lower brackets, the credit for the 
tax paid by the corporation normal tax 
(item 34) will result in an indicated over- 
payment of tax, so that a rebate would be 
indicated. To avoid the excessive loss in 
revenue which would result from complete 
rebates, Form 1040 (Proposed) provides 
that the rebate shall not exceed certain al- 
lowances for dependents, aged persons and 
unattached women with dependents. Even 
these allowances would be reduced for per- 
sons with larger incomes. The exact proc- 
ess of computing the rebates to accomplish 
this result is shown in items 38 to 47 in 
Form 1040 (Proposed). 
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This limitation on rebates is not essential 
to the whole plan; but it is suggested as an 
expedient to conserve revenue in the early 
postwar years, and it is deemed equitable 
upon the basis of ability to pay. Moreover, 
those persons who may be denied rebates 
will be benefited greatly by being relieved 
from the additional tax which they now pay 
on dividends, so that equity for them will 
be greatly improved even if some slight 
inequity still remains. 


Corporation Undistributed 
Profits Tax 


Referring to Form 1120 (Proposed), it 
will be noted that for the purposes of the 
undistributed profits tax the only deductions 
allowed from net income are the normal tax 
payable (item 45), cash dividends paid (item 
46), and the exemption (item 55). Dividends 
from other domestic corporations and tax- 
free interest are deductible for the purposes 
of the normal tax in items 33 and 34, but 
not deductible for the purposes of the un- 
distributed profits tax. Thereby there will 
be no double taxation on intercorporation 
dividends and no tax on tax-free interest if 
the income from these is distributed, but 
there may be a tax on these if the income 
from them is retained as undistributed profit. 


The rate of tax on undistributed profits is 
suggested at twenty-five per cent (item 57) 
upon the assumption that this rate will not 
prove prohibitive to the retention of profits, 
and that it still will be high enough to counter- 
balance any tendency to retain profits as a 
means of tax avoidance. It will be remem- 
bered that the stockholders will receive no 
credit for payments made under the undis- 
tributed profits tax. 


Exemptions 
from Undistributed Profits Tax 


Exemptions would be allowed from the 
undistributed profits tax on the basis of the 
corporation’s book value in relation to its 
paid-in capital, as shown in items 49 to 55 
in Form 1120 (Proposed). The result of 
these exemptions would be to allow smaller 
corporations to retain profits tax free until 
they have attained a size which enabled 
them to attract outside capital, and to allow 
larger corporations to retain profits until 
they have built up a reasonable surplus. To 
avoid pyramiding these exemptions through 
holding company operations, it will be noted 
that the allowed surplus (item 52) is not 
twenty per cent of the total capital (item 49), 
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but instead is twenty per cent of only that 
portion of the total capital which is not 
used as capital for other domestic corpora- 
tions. 

These exemptions will not only have the 
advantage of allowing reasonable retention 
of profits but also eliminate the difficulty 
encountered under previous undistributed 
profits taxes, of incurring undistributed 
profits tax liability simply because final 
earnings could not be determined until after 
the close of the year in which the dividends 
were paid. 


Recovery of Prior Losses 


Referring to items 38 to 41 in Form 1120 
(Proposed), it will be noted that the corpo- 
ration is allowed three years in which to 
recover losses through deductions from net 
income subject to normal tax. It will be 
noted too that the amount of these deduc- 
tible losses will have been established as 
item 32 in returns for prior years. 

The limitation of three years is not essen- 
tial to the whole plan, but it is suggested 
here for the purpose of conserving revenue 
and avoiding the possibility of persons or 
corporations acquiring corporations with 
heavy deficits and diverting profits into 
these deficit corporations as tax-free reser- 
voirs. 


Capital Gains and 
Realized Accumulations 


Referring to Schedule D (Proposed), the 
most significant change is reflected in Table 
A where the profit from the sale of corpo- 
ration shares is divided into “realized accu- 
mulations” and capital gains. The process 
will be most easily understood by referring 
directly to items 1 to 16. 


It will be noted that this computation in 
Table A uses book values at the beginning 
of years (items 6 and 7) rather than at the 
exact times of purchase and sale. Here 
again precision is sacrificed in the interest 
of simplicity of computation. The result is 





an approximation; but in most cases it will 
be a close approximation to theoretical accu- 
racy, so that negligible inequity will be done 
in most cases and consequential inequity 
will result seldom, if ever. 


It will be noted that Schedule D (Pro- 
posed) is somewhat longer than the old 
Schedule D, while Forms 1040 and 1120 
(Proposed) are noticeably shorter than the 
old Forms 1040 and 1120. This difference 
is due in part to the method used in Sched- 
ule D (Proposed) of providing separate 
items for losses and gains. This method 
simplifies the instructions and makes the 
filling out of Schedule D (Proposed) more 
automatic. 


Correlation of Tax Rates 


The forty per cent rate of the corporation 
normal tax and twenty-five per cent rate of 
the undistributed profits tax as shown in 
items 43 and 57, Form 1120 (Proposed), are 
used primarily as examples although it is 
believed these will not be far from the cor- 
rect rates for the early postwar years. 


It will be noted that no suggestions are 
made for the rates of tax on individual in- 
come, but it is my expectation that the maxi- 
mum rates of this tax will not be higher 
than seventy per cent. 


With a maximum rate of seventy per cent 
on individual income and a forty per cent 
rate of corporation normal tax, I would ex- 
pect that the twenty-five per cent rate on 
undistributed profits would be sufficient to 
overcome any widespread tendency to retain 
profits within the corporations. However, 
it will be understood that there should be 
a proper correlation of these three rates, so 
that any variation in one of them should be 
accompanied by corresponding variations in 
the other two. 


I would hope that we might arrive at 
a proper relation between these three rates 
and then merely change them in the same 
proportion from year to year as the need 
for revenue increases or decreases. 


FORM 1040 (PROPOSED) 


UNITED STATES INDIVIDUAL INCOME TAX RETURN 
COMPUTATION OF TAXABLE INCOME 


(GROSS INCOME) 


1. Wages, salaries, bonuses, commissions, etc 
2. Dividends from domestic corporations. . 
3. Dividends from foreign corporations... 
+. Interest on corporation bonds, bank deposits, etc 
5. Interest on taxable government obligations, etc.. 
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13. 
14. 
15. 
16. 


17. 
18. 
19. 


20. 
21 


oe. 


y 3 
28. 
29. 
30. 


32. 
Kx 4 
34. 
35. 
36. 
37. 


38. 
39. 
40. 


41, 
42. 
43. 


45. 
46. 
47. 
960 


Income from annuities and pensions 
MUNN SI IONE 8 ion, 5 8 og kc cca ee waren Saab a ee ees 
Net profit (or loss) from business or profession 
Income from partnerships, estates, trusts, etc.. 


Taxable net gain from sales of capital assets and other property 
(item 83 from Schedule D) 


Other income ......... 


Total income in items 1 to 11 inclusive 


DEDUCTIONS 


Interest paid 
Taxes paid 
MTR TURN 5 8D aoa, hn ee cpeyaeas na Aaiake WVgtie ees oa Na Se ee 
Deductible net loss from sales < of capital assets and other property 

(item 86 from Schedule D) ... = 
Contributions to charitable organizations 
Medical and dental expense ................... 

Less: Repayment by insurance 


Net medical and dental expense (item 18 minus item 19) 
Personal exemption and exemption for dependents .. 
Other deductions authorized by law 


Total deductions in items 13 to 17, and 20 to 22, inclusive 


Taxable net income (item: 12 minus stem 23)... ... .... 00. ects cece nto ees 
Add: Income withheld by corporation normal tax (2/3 of item 2).. 


Total taxable income (item 24 plus item 25) 


COMPUTATION OF TAX PAYABLE 
INSTRUCTION: Enter “none” wherever subtraction produces 
a negative result in items 27 to 47. 
Total tax on item 26 (from tax table) 
Less: Tax withheld on wages OE re Ae ROU NTS  ger EATS Oe 
Tax paid by quarterly installments. carck ats Nek oar te wtarava tailolola aroratials 
Income tax paid to foreign governments 


Total credits in items 28, 29, and 30 


First balance (item 27 minus item 31) 
Pirst overpayment (item 31 mms tiem 27)... . 0... ccccciencccen eoveenes 
Credit for tax paid by corporation normal tax (item 25) 
Final balance of tax now payable (32 minus item 34) 
Second overpayment (item 34 minus item 32) 

Total of overpayments (item 33 plus item 36) 


COMPUTATION OF REBATE DUE 
Base allowance (enter $200 for each withholding tax exemption) 
Add: $200 for each person over 60 years old in exemptions 
Add: $200 for each withholding exemption only if the taxpayer is an 
unattached female with two or more exemptions 


Total allowance (total of items 38, 39, and 40) 
Less: Net income deduction (enter 20% of item 24) 
Income tax paid to foreign governments (item 30) 


Total deductions (item 42 plus item 43) 

Net rebate allowance (item 41 minus item 44) 

Maximum rebate (enter the larger one of items 33 and 45) 
Net rebate due now (enter the smaller one of items 37 and 46) 
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FORM 1120 (PROPOSED) Page 1 


PROFITS TAX RETURN 
GROSS INCOME 


Gross sales (affected by inventories) 
Less: Cost of goods sold 
rere I oo os han een cs oka hence Ooms 
Gross receipts (not affected by inventories) 
Less: Cost of operations 


Gross profit (non-inventory operations) 
PUROKESE OM TORUS, TEE CUE. ocx cei scons pe eRe ces gees esces 
Interest on corporation Bonds; €te:..-. 555.5 cc eee eee ene 
(a) Taxable interest on U. . bonds, etc.. 
(b) Tax-free interest on U. bonds, etc.. 


TN Bonn re a ca a Meta tee RE, ae Ee ea eae 
Taxable net gain from sales of capital assets and other property 

8 erry er 
(a) Dividends from domestic corporations 
(b) Dividends from foreign corporations 
Other income 


Total income in items 3, and 6 to 14, inclusive 


DEDUCTIONS 


Compensation of officers 
Salaries and wages .... 
OL ee eee 
Repairs 
Bad debts .. 
Interest 


Contributions or gifts paid . 
Losses by fire, etc. 

Depreciation 
Dt ei ee PeRE ere eee tai UE ART RS Givl ic PAN Se. Xe ave 
Deductible net loss from sales of capital assets and other prop- 

erty (item 86 from Schedule D).. 

Amortization of emergency facilities 

ee TE ale cee ha ea 
(b) Amounts contributed under pensions, etc... 
(c) Other deductions authorized by law 


Total deductions in items 16 to 29, inclusive............... 

INSTRUCTION: Enter “none” wherever subtraction produces 
a negative result in items 31 to 60. 

Net income (item 15 minus item 30).......... 


Net loss (item 30 minus item 15) 
* Same as in 1945 Form 1120. 


FORM 1120 (PROPOSED) Page 2 
NORMAL TAX COMPUTATION 


Dividends from other domestic corporations ped _ 
Tax-free interest on U. S. bonds, etc. (item 9b). . 


Less: 
Less: 


UNITED STATES CORPORATION INCOME AND UNDISTRIBUTED 


Total deductions in items 34 and 35 


Adjusted net income (item 33 minus item 36) 
Total of net losses in the 3 years immediately preceding this year. 


Total of deductions for prior losses claimed in the 2 years imme- 
diately preceding this year. 


Excess of losses over deductions claimed (item 38 minus item 39) 
Deduction allowable this year for prior losses (Enter the smaller 
one of items 37 and 40) 


weet ee oD) ie) SD Pd 


Normal-tax net income (item 37 minus item 41).. 
Normal tax payable (40% of item 42).... 


UNDISTRIBUTED PROFITS TAX COMPUTATION 


Net income (item 31) ........ ; a 
Less: Normal tax payable (item 43).. 
Less: Cash dividends paid during this year 


Total distribution in items 45 and 46 


Undistributed profit (item 44 minus item 47) 
Paid in capital ae Eee dea ae Ss 

Less: Cost of stocks in other domestic and foreign 
corporations 


Net capital used in own operations (item 49 minus item 50) 
Allowed surplus (20% of item 51) 


Allowed book value (item 49 plus item 52, but not less than 
$50,000.00) 


Book value at beginning of this year 


\o 


Exemption (item 53 minus item 54) 


Taxable undistributed profit (item 48 minus item 55) 
Undistributed profits tax payable (25% of item 56).. 


te Fh W WS lv 
AMS) 


COMPUTATION OF TOTAL TAX PAYABLE 
Normal tax payable (item 43) 
Undistributed profits tax payable (item 57) 


Total tax payable (item 58 plus item 59) 


SCHEDULE D (FORMS°1040 AND 1120) 
(PROPOSED) Page 1 


SCHEDULE OF GAINS AND LOSSES FROM SALES OR EXCHANGES OF 
(1) CAPITAL ASSETS AND (2) PROPERTY OTHER THAN 
CAPITAL ASSETS 

INSTRUCTION: Enter “none” wherever subtraction produces a negative result. 


(1) CAPIAL ASSETS 


Table A DOMESTIC AND FOREIGN CORPORATION SHARES 
HELD FOR MORE THAN 6 MONTHS 


Sale number (Attach list).. 
Name of corporation . 
Date of sale . 

Date of purchase 
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. Number of shares 
Book value per share beginning year of sale 
Book value per share beginning year of purchase 
8. Accumulation per share (item 6 minus item 7) 
Total selling price . 
. Costs of sale ... 
. Net selling price (item 91 minus item 10).. 
Total purchase cost .... 
. Net profit (item 11 minus eis 12) . ot 
REALIZED ACCUMULATION (item 8 multiplied 
by item 5, but not more than item 13).... 
: Ee ONG-TERM CAPITAL GAIN (item 131 minus item 14) 
5. LONG-TERM CAPITAL LOSS (item 12 minus item 11) 


Table B ALL OTHER CAPITAL ASSETS HELD FOR MORE 
THAN 6 MONTHS 


Sale number (Attach list) . 
Kind of property .... 
Date of sale .... 
Date of purchase 
Total selling price ... 
Depreciation allowed or allowable .... 
Total proceeds (item 21 _— item 22 
. Costs of sale .. 

Net proceeds (item 23 minus om 24). 
Total purchase cost ... 

27. LONG-TERM CAPITAL GAIN (item 25 minus item 26) 
LONG-TERM CAPITAL LOSS (item 26 minus item 25) 


SUMMARY OF TABLES A AND B 
TOTAL REALIZED ACCUMULATIONS (total of items in line 14) 


Total long-term capital gains (total of items in lines 15 and 27) 

bse long-term capital losses (total of items in lines 16 and 28)... 
ET TOTAL LONG-TERM CAPITAL GAIN (item 30 minus item 31). 
ET TOTAL LONG-TERM CAPITAL LOSS (item 31 minus item 30). . 


Table C CAPITAL ASSETS HELD FOR LESS THAN 6 MONTHS 


Sale number (Attach List) 

35. Kind of property .... 
Total selling price .. ae 
Depreciation allowed or - allowable 
Total proceeds (item 36 plus item 37). 
Costs of sale . 
Net proceeds (item 38 | minus item 39) 

. Total purchase cost .. ; 
. SHORT-TERM Cy APITAL GAIN (item “40 minus 
item 41) é E ree 
SHORT -TERM CAPIT AL LOSS (item 41 minus 

item 40) nha 


SCHEDULE D (PROPOSED) Page 2 
SUMMARY OF TABLE C 


Total short-term capital gains (total of items in line 42) 

Total short-term capital losses (total of items in line 43).... 

NET TOTAL SHORT-TERM CAPITAL GAIN (item 44 minus item 45) 
7. NET TOTAL SHORT-TERM CAPITAL LOSS (item 45 minus item 44) . 


Suggestion for Double Taxation Problem 





COMPUTATION OF TAXABLE CAPITAL GAINS, DEDUCTIBLE CAPITAL 
LOSSES, AND TAXABLE REALIZED ACCUMULATIONS . 


Net total long-term capital gain (item 32) 
. Net total short-term capital loss (item 47) 
. TAXABLE LONG-TERM CAPITAL GAIN (item 48 minus item 49) 
Net total short-term capital gain (item 46) 
. Net total long-term capital loss (item 33) re 
. TAXABLE SHORT-TERM CAPITAL GAIN (item 51 minus item 52).... ........ 
Net total short-term capital loss (item 47) 
Wet total lome-terin. cassstal nits CHURNED woos ooo oo 5 oo Wiws esi ease silo Pe wee: A efeiners : 
DEDUCTIBLE SHORT-TERM CAPITAL LOSS (item 54 minus item 55) 
Total realized accumulations (item 29) 
Total capital losses (item 33 plus item 47) 
Total capital gains (item 32 plus item 46) 
Net capital loss (item 58 minus item 59) 
TAXABLE REALIZED ACCUMULATIONS (item 57 minus item 60).. 


Table D (2) PROPERTY OTHER THAN CAPITAL ASSETS the 


Cir 
62. Sale number (Attach list) .. 


that 

63. Kind of property . acq 
64. Date acquired ... tire 
65. Date sold . orth SD tos 
66. Total selling price ieee furs 
67. Depreciation allowed or allowable ; pos 
68. Total proceeds (item 66 plus item 67). Me pro 
69. Costs of sale and improvements ... nee 3 : 
70. Net proceeds (item 68 minus item 69) ; 
71. Cost of acquisition B esti 
72. NET GAIN (item 70 minus item 71). th ee i ws pee ; wh 
73. NET LOSS (item 71 minus item 70) B oof: 
3 4 

SUMMARY OF TABLE D Cor 


Ty, 
. Total gains (total of items in line 72) 


5. Total losses (total of items in line 73) Dulscaunaen 
. TAXABLE NET GAIN FROM SALES OF OTHER PROPERTY (item 
74 minus item 75) 


DEDUCTIBLE NET LOSS FROM SALES OF OTHER PROPERTY 


(item 75 minus item 74) 


COMPUTATION OF TAXABLE NET GAIN AND DEDUCTIBLE NET LOSS 
FROM SALES OF CAPITAL ASSETS AND OTHER PROPERTY 


. Taxable long-term capital gain (item 50) 
Net taxable long-term capital gain (50% of item 78) 
. Taxable short-term capital gain (item 53) 
Taxable realized accumulations (item 61) 
. Taxable net gain from sales of other property (item 76) 
3. TAXABLE NET GAIN FROM SALES OF CAPITAL ASSETS AND 
OTHER PROPERTY (total of items 79 to 82, inclusive) 
. Deductible short-term capital loss (item 56) 
5. Deductible net loss from sales of other property (item 77) 
DEDUCTIBLE NET LOSS FROM SALES OF CAPITAL ASSETS — 
AND OTHER PROPERTY (item 84 plus item 85) 


[The End] _ 


ee 


October, 1946 @ TAX ES—The Tax Magazine 





zazine 


GIFT TAXES ON ESTATES 
BY THE ENTIRETIES 


By MONTAGUE ROSENBERG 
Attorney and Tax Consultant of Miami Beach, Florida 


| THE CASE of Lilly v. Smith, 96 F. 
4 (2d) 341 (CCA-7) [38-1 ustc § 9129], 
the Circuit Court of Appeals for the Seventh 
Circuit reversed the District Court and held 
that where the taxpayer and his wife had 
acquired a residence as tenants by the en- 
tireties substantially all of the considera- 
tion for the purchase of which had been 
furnished by the husband, a gift tax im- 
posed upon the interest of the wife was 
proper. 


The defense was made that because the 
estate tax imposed a death duty on the 
whole value of the property, the imposition 
of a gift tax was invalid. 


The court cited with approval Lang v. 
Commissioner, 289 U. S. 109 [3 ustc J 1088], 
Tyler v. Commissioner, 281 U. S. 497 [2 ustc 
§ 532], and others. The court said that, 
although in an estate by the entirety, “the 
interest of one spouse may ripen into a fee 
simple upon the death of the other. It is, 
however, the conveyance to both of them 
and not the death of either that creates the 
estate which ripens into the fee simple. It 
is important to keep in mind that death is 
not the source of the title.” (Citing Lang 
v. Commissioner, supra.) 


The court further said, “The Federal 
Government may impose Federal Estate 
Taxes and define the subject matter to 
which they are applicable . . . and tax the 
interest held by a tenant by entirety on a 
basis and on a theory at variance with the 
view which is generally accepted as to ‘the 


origin and nature of such estates by en- 
tireties.” 


The court stated that, although it may 
be hard to reconcile the cases cited, the 
government’s right to tax is not dependent 
upon the origin or characteristics of an es- 
tate by the entirety. “It is sufficient to 
uphold the gift tax to observe that an estate 
was created when a deed to husband and 


Gift Taxes on Estates by the Entireties 


wife was delivered ... as to her it was 


a transfer by gift and subject to Federal 
Gift Tax.” 


Certiorari was denied, and the validity of 
gift tax on estates by the entireties has not 
been expressly ruled upon by the Supreme 
Court, although the Circuit Courts of Ap- 
peals have similarly concurred in Commis- 
sioner v. Hart, 106 F. (2d) 269 (CCA-3) 
[39-2 ustc § 9646], and Commissioner wv. 
Logan, 109 F. (2d) 1014 (CCA-3) [40-1 usrc 
79251]. Although the old Board of Tax 
Appeals had twice taken the contrary view 
in the case of William H. Hart, 36 BTA 
1207 [CCH Dec. 9840], and the case of 
Henry Logan, 37 BTA 1303 [CCH Dec. 
9840], each time the Board has been re- 
versed. In Third Circuit cases the Board 
has reversed its former position, as appears 
in the case of J. C. Gutman, 41 BTA, 816 
[CCH Dec. 11,058]. 


Conflict with Estate Tax Law 


There does seem to be some conflict 
with the estate tax law, but, as pointed 
out in an able note in the Federal In- 
heritance Estate and Gift Tax Reporter 
(CCH 1946), at 7 3935, “If the gift tax is 
merely supplemental to the estate tax, it 
must yield to the latter. Moreover, it is 
unfortunate, if by the incidence of both 
taxes tenancies of this sort should be dis- 
couraged.” (A credit is given against the 
estate tax for gift taxes paid but is not 
wholly adequate since it operates to reduce 
the credit for state inheritance taxes.) 


Although the editor does not so point 
out in that section, there is also a complete 
loss if the donee spouse should predecease 
the donor spouse, for there would be no 


way to recover the gift tax that had been 
paid. 
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The Regulations have been brought up to 
date by providing for use of actuarial tables. 


“If either a husband or his wife pur- 
chases property and causes the title thereto 
to be conveyed to themselves as tenants by 
the entirety, or if either causes to be cre- 
ated such a tenancy in property already 
owned by him or her, and under the law 
of the jurisdiction governing the rights of 
the spouses with respect to the property 
neither of them may, acting alone, defeat 
the right of the survivor of them to the 
whole of the property, the transfer effects 
a gift from the spouse owning the property 
at the time of the creation of the tenancy 
or who furnished the consideration in the 
purchase of the property. The value of the 
gift is the value of such property !ess the 
value of the right, if any, of the donor 
spouse to the income or other enjoyment of 
the property, or share thereof, during the 
joint lives of the spouses, and the value 
of the right of the donor spouse to the 
whole of the property should he or she 
be the survivor of them. The value of each 
of such rights is to be determined in ac- 
cordance with the Actuaries’ or Combined 
Experience Table of Mortality, as extended. 


“A case of this character (provided the 
gift is completed and not merely proposed 
or hypothetical) may be submitted to the 
Commissioner, who will, in accordance with 
recognized actuarial principles, compute the 
applicable factor to be used in determining 
such value, and will advise the donor of the 
factor.” (Regulations 108, Section 86.19(h).) 


Joint Bank Accounts 


As respects joint bank accounts which 
are not really estates by the entireties since 
they can be defeated by the act of either 
party, the Regulations are very specific and 
have adopted a reasonable basis, i. e., tax- 
ability to the extent that funds are with- 
drawn. 


“The current Regulations 
108, Section 86.2 (a) (4)] state: 


‘If A creates a joint bank account for 
himself and B (or similar type of owner- 
ship where A can regain the entire fund 
without B’s consent), there is a gift to B 
when B draws upon the account for his 
own benefit, to the extent of the amount 
drawn.’” (Paul, Federal Estate and Gift Tax- 
ation, p. 4.) 


The former 
(1936), provides: 
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[Regulations 


regulation, Regulation 79 


“If A with his own funds purchases prop- 
erty and has the title thereto conveyed to 
himself and B as joint tenants, with rights 
of survivorship, but which rights may be 
defeated by either party severing his inter- 
est, there is a gift to B in the amount of 
one-half of the value of such property.” 


This, of course, is not a common law 
estate by the entirety because it is defeas- 
ible by either party, and actually is a species 
of estate in-common with no right of sur- 
vivorship and is clearly taxable. 


Pertinent here, although the matter has 
not been directly ruled upon, is the query 
of whether or not the wife (donee spouse) 
must report the income where an estate by 
the entirety has been vested although under 
the rulings of the General Counsel’s Office 
she is clearly privileged so to do. 


BTA Interpretation 


As indicated in the evolvement of the 
tax decisions on this issue, the picture was 
not always as clear as the present Treasury 
Regulations. As mentioned above, the old 
Board of Tax Appeals had refused to agree 
with the Treasury interpretation and held 
that there was no taxable gift. See William 
H, Hart, 36 BTA 1207, supra, and also Paul 
on Federal Estate and Gift Taxation, Section 
1609. Mr. Paul points out among other 
things that the gift tax credit is inadequate 
in regard to interest and that upon the 
death of the donee there is no apparent 
credit upon the later death of the donor. 
The value of the gift may entail speculative 
measures, particularly if the property de- 
clines in value. 


Grounds for Attack 


Although in the Lilly case the Circuit 
Court of Appeals had no difficulty, it is 
arguable that a taxpayer who had paid the 
gift tax could successfully contend that no 
estate tax could be imposed, at least to the 
extent of the interest taxed under the Gift 
Tax Act. By the same token, with the 
Supreme Court silent on the subject, it can 
perhaps be urged successfully that, in view 
of the present estate tax provision taxing 
the entire value of an estate by the entirety 
to the one who furnished the consideration 
for it (the donor), the gift tax provisions 
are inconsistent with the estate tax provi- 
sions and hence must fall for lack of cer- 
tainty. 


Perhaps, also, an attack may be predi- 
cated on the use of actuarial and mortality 
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tables to value the interest of a donee under 
an estate by the entirety when the interest 
of the donee may never actually vest nor 
materialize because of the donee’s prior 
death. But see cases discussed hereinbe- 
low. 


In the case of J. C. Gutman, supra, de- 
cided April 11, 1940, the Board of Tax 
Appeals rejected the doctrines that since, 
under the decision in Helvering v. Hallock, 
309 U. S. 106 [40-1 ustc J 9208], the entire 
estate by entireties is includible in the de- 
cedent’s estate, no gift tax may be applied 
when the estate is created. As indicated, 
the Board of Tax Appeals rejected this 
doctrine as having been passed upon in 
Lilly v. Smith, the Board saying : 


“Though the survivor acquired an inter- 
est subject to an estate tax the gift tax is 
not for that reason inconsistent, that an 
estate was created when the deed of the 
estate by the entireties was delivered and 
that the Estate Tax Act provides a credit 
on the estate tax of the amount paid as 
gift tax.” 


Incomplete Gift Tax Credit 


That the gift tax credit is incomplete is 
apparent upon a cursory reading of the 
statute and Regulations. The credit given 
is only a limited one in which the gift tax 
attributable to the donee property is a pro- 
portionate part of the total gift tax paid 
for the year. In determining the ratio the 
values of the properties at the times of the 
respective gifts is included. The annual ex- 
clusions are deducted in determining gift 
tax, but the specific exemption is disre- 
garded. (See I. R. C. Section 813A (2B), 
Regulations Section 81.8. For a complete 
analysis as to why this credit is not full, see 
Rabkin and Johnson, Section G3, Section 
13, page 3126.) 


Analysis of Gutman and Lilly Cases 


\lthough the Supreme Court has not di- 
rectly passed upon the issue in a case of an 
estate by the entireties, since neither the 
Gutman case nor Lilly v. Smith were ap- 
pealed, we believe the matter has been laid 
at rest by the Supreme Court decision in 
Robinette v. Helvering, 318 U. S. 184 [43-1 
ustc J 10,014], in which the Supreme Court 
held that in a provision for a trust estate 
with a reverter (which is taxable under the 
Hallock case) the provision for reverter did 
not affect the completeness of the gift but 
only its value. In this case the Court con- 
cluded that the fact that the actuarial art 
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is not competent to cope with the rever- 
sionary inerest, depending upon such fac- 
tors as whether the daughter would marry 
and have children and whether the children 
would attain majority, shows no reason for 
failing to impose the gift tax; and the gift 
tax was consequently imposed upon the 
entire corpus. The Robinette case, as far as 
the Supreme Court is concerned, effectively 
disposed of the doctrine of mutual exclu- 
siveness between the gift tax and the estate 
tax which had been inspired by the earlier 
language of the Sanford case, 308 U. S. 39 
[39-2 ustc J 9745]. 


Earlier BTA Decisions 


Until the decision in the Robinette case, 
the Board of Tax Appeals had believed, at 
least as concerns trust agreements, that 
the fact that an estate tax liability had been 
incurred was sufficient to deny the gift tax. 
For a better understanding of this view it 
may be wise to advert to some earlier 
Board decisions now successfully interred 
by the Supreme Court’s decision. In the 
Board’s decision in the Robinette case, 44 
BTA 701 [CCH Dec. 11,849], the headnote 
reads as follows: 


“By the creation of a trust whereby the 
income is paid to the settlor for life, then 
to two others for life, the property then 
to go to children, if any, when they reach 
21 or if none, then to testamentary ap- 
pointees of the settlor. Held, the settlor 
is not subject to gift tax upon the value 
of the remainder.” 


The Board said (page 703) that under 
the ‘Hallock case the estate tax would lie. 
The Board stated further: 


“According to Sanford v. Commissioner, 
the gift tax is a supplement to the estate 
tax, a transfer is to be taxed as gift when 
it becomes complete and not while the 
transferor retains substantial control of the 
property. .. . Since the property would be 
included within and subject to the estate 
tax, this is strong reason for denying a 
gift tax at the time of the transfer in trust.” 


To the same effect was the Board’s deci- 
sion in Morris Michel, 43 BTA 1036 [CCH 
Dec. 11,716]. These decisions, of course, 
are now eliminated by the Supreme Court 
decision in the Robinette case. The entire 
question of gift tax on the creation of an 
estate by the entireties is very similar and, 
it seems to us, controlled by the issue on 
trusts where the grantor reserves a right 


(Continued on page 979) 
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A review of some fundamentals 


The Life of a Tax Case 


By HENRY SCHINDALL 
New York Certified Public Accountant 


NJ ANY COLLEGES 


throughout the 
1 


the country today are giving courses 
in federal income tax law and procedure, and 
in recent years most law schools have in- 
cluded courses on federal taxation in their 
curricula. Where established schools have 
not been awake to the demand for this type 
of information, various “institutes” and 


“forums” have stepped forth to meet the 
need, 


Courses of this type are highly beneficial 
in helping the student to understand the 
theory of tax law and are also directly help- 
ful in the preparation of tax returns. 


What here may be termed the practice of 
tax law, however, is rarely touched upon. 
When a graduate comes into an accounting 
office or a law firm, he is often at a loss to 
follow such terms as “field examination,” 
“desk audit” (no, it is not auditing a desk), 
“conference,” “revenue agent,” “technical 
staff,” “RAR,” “Tax Court,” etc. This out- 
line of the procedural steps in a tax case is 
intended, therefore, to draw a broad picture 
of the various steps of a tax controversy in 
order to clarify this practical aspect of fed- 
eral tax administration. 

When we speak of the assessment of taxes, 
we usually think of the determination and 
imposition by the government of a payment of 
tax upon an individual or a corporation. But 
while the tax laws determine generally the 
taxable facts and the tax to be paid, it is 
the taxpayer himself who determines in the 
first instance how much he owes. He as- 
sesses himself in his tax return. As long as 
there is no correction of his return upon an 
examination, the return has the strength of 
an assessment by the government. 


The great majority of all returns are ac- 
cepted after a preliminary examination as 
to their mathematical correctness and the 
taxpayer’s own assessment sticks. Returns 
that require an audit may be reviewed in the 
agent’s office; if necessary, the taxpayer is 
afforded an opportunity to explain his posi- 
tion at a “desk audit.” More complex cases 
require a “field audit.” This means that a 
revenue agent examines the books and 
records of the taxpayer in the latter’s busi- 
ness office or residence. 
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If the revenue agent, as a result of his 
examination, proposes a change in tax lia- 
bility, the taxpayer is notified by way of a 
preliminary notice, which may show a defi- 
ciency or an overpayment. Occasionally it 
may be wise for the taxpayer to contest the 
determination of an* overpayment, even 
though at first glance he will probably be 
overjoyed at the prospect of a refund. But 
a second glance is advisable. A result of the 
Overpayment might be, for instance, a shift- 
ing of deductions from another year which, 
in the final outcome, may be detrimental to 
the taxpayer. 


More frequently he will be confronted 
with a preliminary notice of a deficiency de- | 
termination. It is also called a “thirty-day | 
letter,” because it informs the taxpayer of 
his right to file a protest within thirty days. 


If he files a protest, a review of his case 
is made by a conferee, sometimes at a per- 
sonal conference, if the taxpayer ‘so desires. 
The conferee’s decision, if not satisfactory 
to the taxpayer, may be reviewed by the 
Technical Staff of the Bureau upon the tax- 
payer’s request. If no agreement is reached, 
a ninety-day letter will follow. This is a 
statutory notice of deficiency, which notifies 
the taxpayer of his right of appeal to the 
Tax Court of the United States within 
ninety days. If an appeal (or, more correctly, 
a petition for the redetermination of the de- 
ficiency) is filed, the Tax Court determines 
the place of the hearing, which is conducted 
by a single judge of the Court. Evidence 
may be presented before him for the final 
decision. 


The decisions of the Tax Court are pub- 
lished in several forms. The official reports 
are cited with the names of the parties and 
the number of volume and page, which is 
shown in the following example: Fleming 
v. Commissioner, 3 TC 974, refers to the 
decision of the Tax Court in the case of 
Fleming versus (against) the Commissioner of 
Internal Revenue, to be found in the third 
volume of the Tax Court reports on page 
974. Before the decisions appear in the 
official publication, they are reported in tax 
services. To be informed currently, the use 
of such services is indispensable. The 


October, 1946 @ TAX ES—The Tax Magazine 





his 

lia- 
of a 
defi- 
ly it 
t the 
even 
y be 

3 ut 
f the 
shift- 
hich, 
al to 


ynted 

y de- J 
7-day Fe 
er of § 
days. § 


case 
| Per- 
sires. 
ctory 
y the 
e tax- 
iched, 
; isa 
otifies 
o the 
vithin 
rectly, 
ne de- 
mines 
lucted 
idence 


> final 


= pub- 
eports 
es and 
1ich is 
leming 
to the 
ase of 
ner of 
» third 
1 page 


in the § 


in tax 
the use 
The 


igazine 


identical case (Fleming v. Commissioner) has 
been reported by Commerce Clearing House, 
Inc. (CCH) under CCH Dec. 13,963, with 
indication of the Tax Court volume in which 
the decision is to be published. In 1942 the 
Tax Court replaced the former Board of 
Tax Appeals. The decisions of the Board 
in the official reports are cited in this 
manner: Oregon Pulp and Paper Company 
. Commissioner, 47 BTA 772, meaning 
volume 47, Board of Tax Appeals reports, 
page 772 [CCH Dec. 12,835]. 

The taxpayer, as well as the Commis- 
sioner, if unsuccessful, has a remedy against 
a Tax Court decision. Within three months 
alter the decision is rendered, the aggrieved 
party may file a petition with the Circuit 
Court of Appeals in the proper circuit, or, 
if it is a case where no tax return was made, 
with the Court of Appeals for the District 
of Columbia. 

Final review may be obtained against a 
Court of Appeals decision by a so-called 
petition for certiorari to the Supreme Court 
of the United States within three months 
after the entry of the judgment of the ap- 
pellate court. If the Supreme Court grants 
certiorari, it merely means that it will review 
the case. Its final decision creates finality in 
the question decided. 


Alternate Method of Relief 


The procedure described so far is the 
method to be followed if the taxpayer does 
not wish to pay the tax before final deter- 
mination. But there is another method of 
relief for the taxpayer. He can pay the 
tax, file a claim for refund and, after six 
months from the date of filing the refund, 
if unsuccessful, sue the Collector of Internal 
Revenue or the United States in the United 
States Court or sue the United States in the 
Court of Claims. Appeals from District 
Court decisions are decided by a Circuit 
Court of Appeals. Appeals from the latter 
or from the Court of Claims are to the Su- 
preme Court by petition for certiorari. 


Federal Courts Citations 


The decisions of the federal courts in tax 
matters may be found in a compilation of 
United States Tax Cases, which is kept up 
to date by Commerce Clearing House. It 
contains all the tax cases decided by federal 
courts since 1913. An example of a citation 
is Ruben v. Commissioner, 38-2 ustc § 9451, 
meaning that the decision is to be found in 
volume 38-2 (1938-2) of the United States 
Tax Cases under paragraph 9451. But all 
these decisions are printed in official reports 
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and frequently cited in reference to the 
official reports. United States Reports cited, 
e. g., 303 U. S. 618, or Supreme Court Re- 
porter, cited, e. g., 58 S. Ct. 1045, report the 
Supreme Court decisions. A citation, 86 Ct. 
Cls. 271, indicates a decision published in 
the eighty-sixth volume of Court of Claims 
decisions on page 271. Federal court deci- 
sions of various kinds are reported in Fed- 
eral Reporter, second series, cited, e. g., 95 
F. (2d) 1017; or in Federal Supplement, 
cited, e. g., 25 F. Supp. 314. If these reports 
are not accessible to the student, cross refer- 
ence tables in the United States Tax Cases 
reports enable him to find there the un- 
abbreviated decisions. 


Application of Decisions 


While these broad outlines may help the 
student to acquire a general knowledge 
about tax procedure and to locate a court 
decision which he finds cited in connection 
with a problem, extreme care is necessary in 
the application of a decision to a specific 
case. The student’s analysis should pri- 
marily be based on the following questions: 


1. Are the facts underlying the decision 
identical or comparable? Identical facts 
will rarely be found. Whether the facts are 
comparable, requires judgment about their 
particular importance in the application of a 
particular law. 

2. Is the case decided under an identical 
law? It takes considerable time until a 
case reaches the court. Frequently the law 
was amended in the meantime, and the court 
decides on the basis of a law which is not 
applicable any more to a question arising 
afterwards. 

3. Did the court decide on the merits? 
Frequently the court decides on procedural 
grounds. An appellate court might affirm 
a judgment because of lack of jurisdiction to 
disturb the findings of an inferior court. If 
this is so, then the judgment of the appellate 
court is no authority for the correctness of 
the decision of the inferior court. 


4. Is the court decision an isolated one? 
Are there other decisions following the same 
line or disagreeing? 

5. Is the decision final? Did the Com- 
missioner acquiesce? There are reference 
tables which indicate whether the Commis- 
sioner did or did not acquiesce in the deci- 
sion (acq. or non acq.). Has the decision 
been reversed by a subsequent decision of a 
higher court? Even an unfavorable decision 
might, by its reasoning, furnish valuable ma- 
terial for our purposes, and vice versa. 


[The End] 
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The Forgotten Men of Taxes 


By VICTOR R. WOLDER 
Attorney of New York 


A proposal with “considerable merit and should be seriously considered,” said 

Colin F. Stam, Chief of Staff of Congress’ Joint Committee on Internal Revenue 

Taxation, when he read Mr. Wolder’s plan to remove inequities which exist under 
the present income tax laws. 


TIX.HE FORGOTTEN MAN of the 1920's 

had his new deal. The laboring classes 
had their Wagner Act. The man of ill- 
gotten gains now has his black market. The 
speculator and the investor can hold their 
assets for six months or more and not be 
subject to a tax of more than twenty-five 
per cent on the profits. The man in busi- 
ness can incorporate if he so desires and 
not be subject to a tax of more than thirty- 
eight per cent on his income and gains. But 
the forgotten man of taxes has had no one 
come to the front to bat for him. 


The forgotten man of taxes is the lawyer, 
the doctor, the dentist, the accountant, or 
the professional man who by law may not 
incorporate his business. It is one of the 
most unfortunate inequities existent in the 
income tax law today. 


Any man in business who has the right 
to incorporate may choose between doing 
business in individual form or as a corpora- 
tion. One of the chief motivating factors 
in determining the mode of doing business, 
is the amount of taxes which must be paid 
on the profits, income and gains. The per- 
son who hag wealth and does not want to 
go into business can buy stock and bonds, 
can buy property and can hold for a six- 
month period, and in such case the tax rate 
to be applied would never be more than 
twenty-five per cent. 


Advantages of Incorporation 


The person in business who has a right 
to incorporate finds that if his income after 
personal exemptions is to be over $12,000, it 
would generally be better to incorporate. 
Income over $12,000 to an individual is 
taxed at a rate of 40.85 per cent and up- 
wards to 86.45 per cent when the income 
is $200,000 or more. In a corporation, the 
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tax on income of $50,000 or over is only 
thirty-eight per cent, and corporate income 
of less than $50,000 is subject to a twenty- 
one per cent tax on the first $5,000, twenty- 
three per cent on the next $15,000 and 
twenty-five per cent on the next $5,000. 
Thus, by dividing a corporate income into 
salaries to the owners of the stock of the 
corporation and leaving some of the profits 
in a corporation, the taxpayer can effective- 
ly reduce income taxes. For example, as- 
suming a man operating a business as a sole 
owner has an operating income from it of 
$50,000. His tax is approximately fifty per 
cent, i.e., $25,479. For a corporation with 
the same income of $50,000, from which he 
draws a salary of $20,000, the combined 
corporate and individual taxes would be 


Individual $ 5,890 
Corporation 8,400 


Total $14,290 


Thus the individual’s overall taxes are re- 
duced by some $15,000. 


Reserves 


The point may be raised that if the cor- 
poration unreasonably accumulated profits, 
the undistributed profits will then be sub- 
jected to the undistributed profits tax under 
Section 102. But the corporation has the 
right to set up reserves for such items as 
plant expansion, plant improvement, ex- 
pansion of the business, replacements, con- 
tingencies, depreciation in market value of 
the corporate assets, impairment of capital, 
accumulations needed for growth, larger 
amount of cash needed, surplus in plant 
and non-liquid assets, stockholders not in 
agreement, valid contracts not to pay divi- 
dends, good dividend record, and a host of 
other reasons. A fairly large accumulation 
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can be made before it is considered unrea- 
sonable, and a distribution must be made 
to avoid the tax. But even so, there are 
some other factors to be considered. If 
the accumulation is unreasonable, the only 
additional tax on the first $100,000 is twenty- 
seven and one-half per cent, with thirty- 
eight and one-half per cent on the excess. 
Therefore, the maximum tax in a corporate 
firm can under no circumstances be higher 
than seventy-six and one-half per cent on 
all income over $138,000, against a tax of 
84.55 per cent in individual form. 


But consider the lawyer, the doctor, the 
dentist, and accountant, who, by the laws 
of the states where they do business, are 
not allowed to incorporate. They have no 
choice as other business men have. They 
must work for a living. All of their income 
is earned income. They cannot convert it 
into long-term capital gains subject only to 
twenty-five per cent tax. They cannot put 
it into a corporation and subject it to cor- 
porate rates. They cannot split the income 
between a corporation and themselves as 
individuals. They are the forgotten men 
of the tax law. 


Suggested Legislation 


I propose that the Internal Revenue Laws 
be made more fair and equitable insofar as 
these men are concerned. I propose that 
the Internal Revenue Code be amended to 
include the following provisions: 


1. Any person, including but not limited 
to a lawyer, doctor, dentist or accountant, 
who may not incorporate by reason of the 
law of the state where such person does 
business, shall have the right to elect to 
have the income, earnings, profits and gains 
of such business taxed on the same basis 
as if the business of said person were a 
corporation. In such a case, the person 
shall be required in any event to be taxed 
personally each year in an amount which 
under the circumstances would be consid- 
ered a fair salary or compensation, unless 
equitable circumstances are presented to 
justify why such a salary or compensation 
shall not be so allocated. 


2. <A special tax form similar to a cor- 


poration form shall be prepared and used. 
3. For the purposes of this law, a “per- 
son” shall include partnerships of firms of 


lawyers, accountants, dentists, doctors, and 
any other business men who, by the laws 
of the state where they do business, may 
not incorporate. 


Amendments to a law such as this would 
not be effecting special privileges for a select 
group. Western Hemisphere Trading Cor- 
porations are separately treated, as are per- 
sonal service corporations. Certain types 
of non-incorporated associations, trusts, and 
partnerships, are taxed as_ corporations. 
And certain types of pools, syndicates, and 
joint ventures are treated as co-partnerships. 
During the war, corporations were allowed 
to select between invested capital method 
and average earnings method for the pur- 
pose of determining how much exemption 
they might have for excess profits tax pur- 
poses. Then, too, corporations closely af- 
filiated might file separate returns or on a 
consolidated basis, as they might choose. 
Husbands and wives may file joint returns 
or single returns as best suits their purpose. 
There are many other provisions in the law 
such as these which make for fairness and 
equity. 


Examples of Inequity 


Only by legislation of this nature can the 
“forgotten man” be put on an equal basis 
with other men in business. The doctor or 
dentist who wishes to furnish an office, buy 
equipment, or set up a clinic; the accountant 
who employs fifty or one hundred men and 
needs to buy his own building; the lawyer 
who requires an elaborate library—all should 
be able to set aside reserves from their busi- 
ness income for purposes of growth and 
expansion, and such income should not be 
taxed at the high individual rates but put 
on a basis with corporate rates. Numerous 
other examples of inequity will readily come 


to the minds of those concerned with this 
problem. 


Although I have kept abreast with tax 
legislation and developments for the past 
ten years, I cannot recall on any occasion 
legislation which sought to remedy this 
gross defect in the income tax laws. It is 
my earnest belief that this matter warrants 
urgent attention and prompt legislation. 


[The End] 
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A municipally owned and operated airport, upon compliance with Chapter 
303, Laws of 1945, is tax exempt in the opinion of the Attorney General of 
Minnesota.—Opinion Attorney General, Minn. 
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MUNICIPAL INCOME, SALE 


By EDWARD ROESKEN 


PHENOMENON which has been evi- 

dent during the past decade, and most 
marked during the past several months, is 
the entry of a number of municipalities 
throughout the United States into fields of 
taxation not previously explored by them, 
as exemplified by their imposition of income, 
sales and use taxes—fields originally de- 
veloped by the states. 

Three cities have imposed income taxes 
which remain in effect. In each instance 
there was local resistance to the’‘levy, find- 
ing expression either in court action or the 


submission of the tax measure to refer- 
endum. 


A municipal sales tax, similar in its out- 
lines to the sales taxes adopted by twenty-one 
states, has been imposed by a number of 
cities, principally in California, and it would 
seem that this form of tax may be expected 
to find favor in other cities throughout the 
country in the near future. At present, 
the trend is to copy, as far as practicable, 
the principal features of the state sales tax 
and, in some instances, to bring about col- 
laboration in the collection of the state and 
municipal sales taxes. 


The “use” tax made its first appearance 
among the tax levies of a city as a supple- 
ment to its retail sales tax. This type of 
tax was soon afterward adopted by the 
states to complement their sales tax levies, 
in order to discourage their residents from 
making purchases in neighboring states 
which did not impose sales taxes. 


Income Taxes 


Philadelphia, Pennsylvania, has had an 
income tax which has been applied, since 
January 1, 1940, to the entire salaries and 
other compensation of individual residents 
of the city and to the salaries and other 
compensation of nonresidents of Philadel- 
phia for work done or services performed 
within the city. The original rate of one 
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and one-half per cent was reduced to one 
per cent late in 1942 so as to make the lower 
rate effective to taxable wages and other 


compensation earned on and after January 
1, 1943. 


The tax has likewise been applied to the 
net business profits of trades, businesses, 
professions and other enterprises operated 
by residents of Philadelphia earned on and 
after January 1, 1939, and to the net busi- 
ness profits of similar nonresident enter- 
prises earned on and after that date, to the 
extent conducted in Philadelphia. The orig- 
inal rate of one and one-half per cent was 
reduced to one per cent late in 1942 so as 
to make the lower rate effective to taxable 


net profits earned on and after January 1, 
1942. 


The tax is not applied to corporations. 
These pay an income tax to the state. A 
statutory provision prohibits first or second 
class cities from taxing subjects already 
taxed by the state, Philadelphia being a city 
of the first class. 


Employers of one or more persons are 
required to withhold and make monthly 
returns and payments of the tax at the rate 
of one per cent on salaries, wages and other 
compensation earned by residents of Phila- 
delphia and by nonresidents for work done 
or services performed in Philadelphia. An 
annual summary report of the total wages 
paid during the preceding calendar year is 
required to be filed on or before April 1. 
However, the City Income Tax Bureau, 
which administers the tax, accepts, in lieu 
of that report, a completed form similar to 
federal Form W-2 for each employee, pro- 
vided specified data is supplied. 


The ordinance imposing this tax was ruled 
valid by the Pennsylvania Supreme Court 
in Dole v. City of Philadelphia et al., 337 Pa. 
375, 11 Atl. 2d 163. 


It is interesting to note that it was held 
in 1945, in connection with this tax, that a 
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corporation with 1,400 employees in Phila- 
delphia, and 6,000 at a plant in Pennsylvania 
outside that city, was required to withhold 
the Philadelphia income tax from salaries 
of Philadelphia residents employed at the 
plant outside the city. (City of Philadelphia 
v. Westinghouse Electric & Manufacturing 
Company, 55 D. & C. 343.) 

It has also been ruled that the City of 
Philadelphia had jurisdiction to impose a 
fine upon nonresidents working at League 
Island, within the city, for failing to file 
returns of their income. (City of Philadal- 
phia v. Cline et al., 158 Pa. Super. 179, 44 A. 
2d 610; certiorari denied, May 20, 1946, 66 
S. Ct 1920) 


St. Louis ‘Earnings Tax”’ 


The St. Louis, Missouri, Code was amend- 
ed, effective August 1, 1946, to impose an 
income tax, designated an “earnings tax.” 
This is applicable to that portion of the net 
profits earned by corporations as a result 
of work done or services performed or 
rendered, and business or other activities 
conducted in St. Louis. It also applies to 
the salaries and other compensation of resi- 
dents of St. Louis, and of nonresidents for 
work done or services performed there, as 
well as to the net profits of resident and 
nonresident associations and businesses other 
than corporations, the rate in each instance 
being one-fourth of one per cent. 

Each employer of one or more persons 
within the city is required to withhold a 
tax of one-fourth of one per cent of wages 
and other compensation of employees, re- 
lated to St. Louis, and to make quarterly 
withholding returns and payments. Indi- 
viduals receiving only salaries, wages and 
other compensation on which the tax has 
been withheld are not required to file a 
return. 

The St. Louis tax, while similar in many 
respects to the Philadelphia tax, since both 


Municipal Income, Sales and Use Taxes 


New York... led the van of cities which 


have imposed retail sales taxes. ... 


are applicable to “earnings” or “net profits,” 
is broader in its application inasmuch as it 
reaches the net profits of corporations. 


Toledo Income Tax 


Toledo, Ohio, by an ordinance enacted 
January 28, 1946, provides for an income 
tax at the rate of one per cent of the allo- 
cated net profits earned by corporations 
having their principal office and place of 
business in Toledo, or an office or place of 
business in the city, as a result of work 


‘done or services performed and business or 


other activities conducted there. 


The ordinance also provides for a tax of 
one per cent on salaries, wages and other 
compensation earned after March 1, 1946, by 
residents of Toledo and by nonresidents of 
that city for work done or services per- 
formed or rendered in the city, and on the 
net profits earned after that date of busi- 
nesses, professions or other activities con- 
ducted by residents and by nonresidents. 

Declarations of estimated income taxes 
are required annually as well as quarterly 
payments of the estimated tax, and an annual 
income tax return is also called for. 
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... Los Angeles imposes a sales tax... . 


Withholding at the source is required by 
employers, who make quarterly returns and 
remittances and file an annual return of taxes 
withheld at the source. In addition to this 
annual return of taxes withheld, due on or 
before January 31, the employer is required 
to file at that time a copy of federal Form 
W-2 as to each person in his employ at any 
time during the preceding calendar year. 


Thus, while the Toledo requirements are 
applicable, generally, to the same type of 
taxpayer as the St. Louis tax, they entail the 
making of additional reports and payments 
—particularly the filings and payments with 
regard to estimated taxes. 

The Toledo ordinance imposing this in- 
come tax contains a method for the alloca- 
tion of the net profits of a taxpayer on the 
basis of the relation of three factors within 
the city as compared with their totals every- 
where: (a) real and tangible personal prop- 
erty; (b) gross receipts from sales, plus the 
gross credits or charges for work done or 
services rendered; and (c) wages, salaries 
and other personal compensation except that 
of general executive officers. This formula 
for allocation of income to the city is an 
adaptation of the “Massachusetts formula,” 
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employed by approximately half of the 
states imposing net income taxes on corpo- 
rations, where three such factors are like- 
wise used in allocating net income within 
and without the taxing state. 


The ordinance was made subject to refer- 
endum and was sustained by the voters on 
April 11, 1946. It is scheduled, by its terms, 
to remain in effect until December 31, 1950, 


Repeal of New York 
Income Tax Law 


The City of New York, by a local law 
approved September 29, 1934, set up ma- 
chinery to impose a tax, equal to fifteen per 
cent of the federal income tax, for the privi- 
lege of carrying on business within the city 
during the calendar year 1935. Allocation was 
provided for according to the proportion of 
the federal income tax which the gross in- 
come derived from carrying on business in 
the city during the tax year ending Decem- 
ber 31, 1934, bore to the total gross income 
of the taxpayer. The law was repealed, 
however, before it became operative. 


Sales Taxes 


New York led the van of the cities which 
have imposed retail sales taxes. This was 
late in 1934. There was at that time no 
New York state retail sales tax in effect, 
for the state tax, which had been imposed 
by Laws of 1933, Chapter 281, and effective 
from May 1, 1933, to June 30, 1934, had ex- 
pired on the latter date under the terms of 
that chapter. The New York City tax was 
first levied under a local law effective from 
December 10, 1934, to and including De- 
cember 31, 1935, at the rate of two per cent 
of the receipts from retail sales. The tax 
was continued, by successive local laws, so 
as to be levied without interruption and, at 
present, is scheduled to remain in effect 
until June 30, 1949. There have been vari- 
ations in the rate, which was reduced to 
one per cent for the period from October 
27, 1941, to May 30, 1946, when it reverted 
to the current two per cent rate. 


The New York City retail sales tax has 
been the subject of considerable litigation. 
In several instances, court decisions con- 
struing its requirements have had a far- 
reaching effect, not only in connection with 
this city tax but also with respect to the 
application of state retail sales taxes—par- 
ticularly where interstate commerce was 
involved. 
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New York Retail Sales Tax Litigation 


The leading case to be mentioned is that 
of McGoldrick v. Berwind-White Coal Mining 
Company, 60 S. Ct. 388, 309 U. S. 33, decided 
in January, 1940. There the Supreme Court 
of the United States held that there was no 
unconstitutional burden on interstate com- 
merce where coal was shipped from Penn- 
sylvania to New York City under a contract 
entered into in the city and where delivery 
was made within the city, and that the city’s 
retail sales tax applied under such circum- 
stances. This decision overthrew many 
existing rules with regard to the taxability 
of transactions involving shipments into a 
state in interstate commerce. It had previ- 
ously been thought that a state or city retail 
sales tax could not reach such transactions 
involving interstate shipments into a state 
or city, respectively. (Montgomery Ward 
Company v. Fry, 277 Mich. 260, 269 N. W. 
166; J. B. Simpson, Inc. v. O’Hara et al., 277 
Mich. 55, 268 N. W. 809; National Cash Reg- 
ister Company v. Taylor, 252 App. Div. 90, 
207 N. Y. S. 169, affirmed 276 N. Y. 208, 11 
N. E. 2d 881, certiorari denied, 58 S. Ct. 
759, 760, 303 U. S. 656.) Several states had, 
however, been applying their use taxes to 
situations where the facts concerned with 
the vendor’s presence within the taxing state 
and the evidence of other activities there 
were much less substantial than in 
leading case. 


this 


In one of the companion cases to the 
Berwind-White decision, Jagels “A Fuel Cor- 


poration” v. Taylor, 60 S. Ct. 469, 589, 309 
U. S. 619, 695, the New York City retail 
sales tax was held to apply to a sale of coal 
where the order was taken in the city, trans- 
mitted to the coal yards of the seller in New 
Jersey and where the coal was delivered 
directly to the purchaser in New York City. 
In another companion case, McGoldrick v. 
Felt & Tarrant Manufacturing Company, 60 
S. Ct. 404, 309 U. S. 70, the city retail sales 
tax was upheld where applied to sales ef- 
fected through the New York office of an 
Illinois company, accepted in Illinois and 
followed by shipments from the Illinois fac- 
tory and delivery to the customer in New 
York City. In a third companion case, 
McGoldrick v. A. H. DuGrenier, Inc., 60 S. 
Ct. 404, 309 U. S. 70, reargument denied, 
283 N. Y. 685, the tax was likewise upheld 
where the solicitation was effected in New 
York City by an exclusive sales agent rather 
than by company employees, followed, after 
acceptance at a factory outside the state, by 
shipment to the New York City customer. 


Revision of State Rules 


A result of the Berwind-W hite case and its 
companion cases was to bring about a re- 
vamping, in a large number of the states 
imposing retail sales taxes, of their rules 
with regard to the taxability of transactions 
concerned with interstate shipments into a 
state, so as to indicate liability when the 
seller is engaged in the business of selling 
tangible personal property in the taxing state 
and delivery is made in that state. 


Philadelphia, Pennsylvania, has had an income tax... since January 1, 1940. . 

























































































New York City, early in its administra- 
tion of its retail sales tax, took the stand 
that the tax is not imposed upon the receipts 
from the sale of tangible personal property 
where the vendor in the City of New York 
delivers the property sold to points outside 
the City of New York. (Regulation Article 
98.) Most states which levy retail sales 
taxes have adopted a similar approach, by 
regulation, regarding such shipments as 
being made in interstate commerce and 
exempt from the retail sales tax. 


New Orleans Sales Tax 


The City of New Orleans imposes a sales 
tax similar to the one per cent Louisiana 
state sales tax, save that the city rate is 
twice that of the state, for it is two per cent. 
The seller is required to add the tax to the 
sale price and collect it from the buyer; and 
he is permitted to deduct two per cent of 
the amount of the tax, if not delinquent, 
when making the return and payment. The 
collection of the two per cent city sales tax 
and the one per cent state sales tax is com- 
bined through the employment of brackets, 
applicable at the combined rate, two-thirds 
of the amount collected being remitted by 
dealers or collectors to the city and the 
remainder to the state. 


San Diego Sales Tax 


The City of San Diego, California, on 
May 31, 1946, enacted an ordinance, effective 
July 1, 1946, imposing a tax upon retailers, 
to be collected from the consumer, at the 
rate of one-half of one per cent of the gross 
receipts of the retailer from the sale of all 
tangible personal property sold at retail in 
the city. Registration of the retailer is re- 
quired. The ordinance includes by reference 
statutory provisions governing the applica- 
tion of the California state sales tax. The 
regulations issued by the City Treasurer also 
incorporate by reference the regulations 
applicable to the California state sales tax. 


The San Diego Sales and Use Tax Reg- 
ulations, approved July 2, 1946, contain some 
interesting provisions. Rule III stipulates 
that the city sales tax is to apply where the 
contract of sale is negotiated and entered 
into within the city by a retailer or agent 
of a retailer having a regularly established 
place of business there, but where delivery 
is to be made from a point outside the city 
and payment is to be made within the city. 
This embodies, for practical purposes, the 
rule laid down by the Supreme Court of the 
United States in the McGoldrick v. Berwind- 


White Coal Mining Company case and com- 
panion cases previously mentioned. Rule 
III also provides that the sales tax applies 
to sales of property sold and delivered to 
the purchaser or his representative in the 
city, whether or not the disclosed or undis- 
closed intention of the purchaser is to trans- 
port the property outside the city, and 
whether or not the property is actually so 
transported. This appears to reflect, to some 
extent, the holding of the California Supreme 
Court in Richfield Oil Corporation v. State 
Board of Equalization, 163 P. 2d 1, to the 
effect that the state sales tax applied to sales 
of oil to a foreign government, delivered 
f. o. b. to a California port to the buyer’s 
tanker for shipment to a foreign country. 
Probable jurisdiction was noted in this case 
by the Supreme Court of the United States 
on March 25, 1946. 


Sales Taxes 
in Other California Cities 


A number of other California cities have 
recently enacted sales taxes. The City of 
Los Angeles imposes a sales tax, which went 
into effect on May 11, 1946, similar to the 
California state sales tax, returns and pay- 
ments being made for the same periods. 
The rate is one-half of one per cent of the 
gross receipts of the retailer from the sale 
of tangible property sold at retail in the 
city, the tax being collectible from the con- 
sumer, Provisions of the California state 
sales tax law were incorporated in the city 
provisions by reference. Colton, California, 
has had a one per cent sales tax in effect 
since, April 1, 1945. Exemptions, generally, 
follow the state sales tax law, with returns 
and payments of the tax due quarterly. 
Redlands imposes a one per cent sales tax 
which became effective July 1, 1945, and is 
scheduled to remain in effect until June 30, 
1947. It is similar, in its general outlines, 
to the Colton sales tax. In Santa Barbara, 
a like one per cent sales tax has been im- 
posed since April 1, 1945, and is to continue 
until June 30, 1947. Oxnard and San Buena- 
ventura have passed a one per cent tax to 
go into effect October 1, 1946. San Bernardino 
has levied a tax of one-half of one per cent, 
effective since August 1, 1946. Santa Monica, 
Ontario, Upland and Redondo Beach have 
imposed a sales tax at the rate of one-half 
of one per cent, effective from September 1, 
1946; San Fernando, Berkeley, Glendale, Oak- 
land and Santa Ana have passed the same 
levy to take effect October 1, 1946. Although 
additional cities may be expected to join 
this group in enacting local sales tax laws, 
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there is a policy being formulated to have 
the State Legislature, at its 1947 session, 
raise the State tax to four per cent, allocat- 
ing one per cent of extra revenue thus de- 
rived to the cities and counties, a plan which 
the State organization of county supervisors 
has recently endorsed. Thus, if this scheme 
materializes, the local ordinances will un- 
doubtedly be repealed. 


Philadelphia Sales Tax 


The City of Philadelphia, Pennsylvania, 
imposed sales and use taxes at the rate of 
two per cent which were effective between 
March 1, 1938, and December 31, 1938. The 
sales tax was imposed upon every sale in the 
city of tangible personal property, at retail; 
sales of gas, electricity, and certain other 
public utility services; and sales of food, 
drink, other than alcoholic beverages, and 
entertainment in restaurants, cafes and sim- 
ilar establishments. The use tax applied 
only to a list of specified subjects, which 
consisted of furs and fur products; radios, 
musical reproduction devices and musical 
instruments; motor vehicles; building ma- 
terials; machinery, including typewriters and 
other business machinery and all mechanical 
equipment for domestic use; furniture and 
interior furnishings; jewelry, silverware and 
precious metals and stones; glass and glass 
products; paper and paper products; oil, gas, 
gasoline and other combustibles; wires and 
cables; and optical supplies. This list of 
subjects is almost identical with those 
against which the New York City Personal 
Property Tax was levied from January l, 
1935, to June 30, 1940, when it was super- 
seded by the more comprehensive New 
York City Compensating Use Tax. 


Use Taxes 


New York City pioneered in the develop- 
nent of the “compensating use tax,” which 
it first imposed by local legislation enacted 
late in 1934, effective January 1, 1935, la- 
belling it a “personal property tax” until 
1940. The levy of this tax preceded, by 
several months, the first levy of a similar 
tax by a state. As exacted today, the tax is 
imposed on the use in New York City of 
tangible personal property purchased at 
retail under circumstances where the city 
sales tax has not been paid upon the sale 
of such property. Ordinarily, vendors main- 
taining places of business in the city collect 
the tax; but where a vendor has not col- 
lected the tax, the purchaser is required to 
pay it directly to the City Treasurer. 


Municipal Income, Sales and Use Taxes 


Relation of New Orleans 
Use and Sales Taxes 


The New Orleans, Louisiana, use tax may 
be said to be “built into” the city’s sales tax, 
since its levy is provided for among the 
provisions of the city ordinance relating 
primarily to the city sales tax. It is found 
in the midst of the stipulations of the rates 
of tax, and the principal use tax phrase 
reads: “two per cent of the cost price when 
such property is not sold, but is used, con- 
sumed, distributed or stored for use or con- 
sumption in the city.” A similarity is to 
be found in connection with the imposition 
of the state use tax, where like language, in 
a similar context, levies the state use tax. 
The collection of the two per cent city use 
tax and the one per cent state use tax is 
combined through the employment of brack- 
ets, applicable at the combined rate, two- 
thirds of the amount collected being remitted 
by dealers or collectors to the city and the 
remainder to the state. 


San Diego Use Tax 


The City of San Diego, California, sales 
tax ordinance, which became effective July 
1, 1946, was amended to include the imposi- 
tion of a city use tax, effective August 2, 
1946. The tax is imposed on the use or 
other consumption in that city of tangible 
personal property purchased from any re- 
tailer at the rate of one-half of one per cent 
of the sales price of the property. The ordi- 
nance includes by reference California state 
use tax provisions and the city regulations 
incorporate by reference the pertinent Cali- 
fornia use tax regulations. 


Kansas City Compensating Use Tax 


Kansas City, Missouri, in 1941 enacted an 
ordinance, imposing a compensating use tax 
of two per cent of the sales price or fair 
market value upon the storage, use or con- 
sumption in Kansas City of tangible per- 
sonal property purchased for storage, use or 
consumption in that city under circum- 
stances where the property was not subject 
to taxation under the Missouri state sales 
tax law. This tax was unique; for, during 
the short time it was in effect, there was 
no city sales tax comparable to the state 
sales tax, to which the city use tax was sup- 
plementary, and it was, therefore, an adjunct 
to the state sales tax. The Kansas City use 
tax was held invalid by the Kansas City 
Circuit Court in August, 1941, in the case 
of Kansas City v. Frogge, and its enforce- 
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ment was discontinued. The judgment was 
later affirmed by the Supreme Court of 
Missouri. (Kansas City v. Frogge, 176 S. W. 
2d 498.) 


Infrequency of City 
Use Tax Litigation 


The city use taxes have but seldom been 
construed by the courts. The New York 
City personal property tax, now known as 
the “compensating use tax,” was upheld in 
Williamsburgh Power Plant Corporation v. 
City of New York, 255 App. Div. 214, 7 
N. Y. S. 2d 326, affirmed without opinion, 
20 N. E. 2d 12, 280 N. Y. 551. The prin- 
cipal reason for this lack of litigation lies in 
the fact that state use taxes, more numerous 
and farther reaching, have- frequently been 
before the highest state courts and the Su- 
preme Court of the United States, where the 
general trend has been to uphold the appli- 
cation of the use tax, often in connection 
with circumstances where interstate com- 
merce has been involved. By analogy, these 


decisions have been regarded as enlarging 
the scope of a city’s use tax. It may be 
remarked, in passing, that the decision of 
the Supreme Court of the United States 
in the Berwind-White and companion cases, 
previously mentioned, which were concerned 
with a city’s sales tax, extended the appli- 
cation of a sales tax to many situations in- 
volving interstate commerce to which it has 
previously been thought only a use tax 
might have applied. 


Conclusion 


In conclusion, it may be summarized that 
cities have been active recently in discover- 
ing new sources of revenue, in the imposi- 
tion of municipal income, sales and use 
taxes, and have aided in the development 
of state taxes of these types, particularly in 
pioneering in the levy of the use tax and 
in obtaining decisions which have resulted 
in the application of the sales tax to trans- 
actions which had previously been regarded 
as exempt from that tax. [The End] 
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REVERSIONARY POSSIBILITIES OCCUPYING COURTS’ ATTENTION 


Possibilities of reverter continue to occupy a large share of the attention 


of the courts in current estate tax cases. 


The rule of taxability, where a contingent power to appoint has been reserved, 
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is illustrated by the decision of the United States District Court for the Eastern 
District of Virginia in Chemical Bank & Trust Company v. Early. Here, 
decedent had made a transfer subject to a testamentary power of appointment 
contingent upon his being survived by a widow but no descendants. Although : I 
he was actually survived by a child, in addition to his widow, the property subject ; vol 
to the power was includible by reason of the reservation of a “string of potential cre 
control.” gift 
Ing 
cha 
318 
q 1 
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Where a remainder was regarded as resulting from a transfer in trust, rather 
than a reversionary interest, the District Court for the Westen Division of the 
Western District of Missouri, in First National Bank of Kansas City, Exe- 
cutor v. Nee, held the transfer not taxable. In this case, there were distri- 
butions over to decedent’s heirs-at-law, in the event of the failure of named 
beneficiaries. 


The Tax Court of the United States has also contributed to the pattern of 
taxability in the case of reversionary possibilities by its decision in Estate 
of J. Clarke, where the possibility of reverter was dependent upon decedent’s 
surviving his wife and son. Distribution of the corpus of a trust created by 
decedent was to be made at his wife’s death to decedent, if he had survived 
his son, or to the son, if he had survived decedent. The transfer was held subject 
to tax by reason of the survivorship provisions. 
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GIFT TAXES ON ESTATES—Continued from page 967 








to trust income for life and where the re- 
mainder is payable over at his death. For 
a competent and succinct analysis, see Rab- 
kin and Johnson, G6, Section 3, page 3407, 
in which the authors say, “... first, it must 
be recognized that there is no essential 
correlation between the income tax and the 
gift tax. (Nor the estate tax.) On the one 
hand the gift tax may be avoided upon the 
creation of a trust even though the trans- 
fer succeeds in deflecting income tax from 
the grantor to the trust or to the bene- 
ficiary.” See Sanford v. Commissioner, supra, 
(G5, Section 7). “On the other hand, the 
creation of a trust may result in a taxable 
gift even though the grantor remains tax- 
able on the income. See Herzog v. Com- 
misstoner, 116 F. (2d) 691 [41-1 ustc 10,010] 

And a taxpayer may be in the un- 
fortunate situation of having created a tax- 
able gift without deflecting his income tax 
and without reducing the value of his estate 
for estate tax purpose. See Robinette v. 
Helvering, 318 U. S. 184 (G5, Section 7) 
[43-1 ustc § 10,014]. Essentially, the test 
of gift taxability is the same in a trust case 
as in the case of any other transfer; i. e. 
whether a complete gift was made in the 
taxable year (G1, Section 4). In a border- 
line case the estate tax and income tax 
consequences may influence the result but 
the courts have shown a marked tendency 
toward the formulation of independent gift 
tax criteria.” 


If the decedent retains no power to re- 
voke the trust, it has been held that the 
creation of the trust constitutes a taxable 
gift; the potential estate tax liability result- 
ing from a possibility of reverter does not 
change the result. (Smith v. Shaughnessy, 
318 U. S. 176 (G5, Section 8) [43-1 ustc 
{ 10,013].) 


It has been indicated that a gift tax will 
be imposed on an estate by the entirety 
despite the fact tnat an estate tax will be 
assessed in full on the donor’s death and 
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notwithstanding the fact that a gift tax has 
been paid. See the case of U. S. v. Jacobs 
{39-1 ustc $9770], in which the court held 
that where a joint tenancy was created in 
personal property before the 1916 Act and’ 
the wife’s contribution to the tenancy con- 
sisted of property previously given her by 
her husband, the full value of the joint ten- 
ancy property is includible in the gross 
estate of the husband under the 1926 Act 
because she acquired the property contributed 
by her “from the decedent for less than an 
adequate and full consideration in money 
or monies worth.” 


Although this was an estate tax case and 
not a gift tax case, it seems to hold that 
the estate tax will lie notwithstanding that 
some gift tax has been paid. 


As pointed out by the Robinette case, the 
two taxes are no longer mutually exclu- 
sive. The Gutman case is the last word of 
the Board, and it has felt that a gift tax 
is to be imposed. 


It seems to us, however, that none of the 
decisions have noted that the major premise 
of the reasoning in the Lilly case is faulty 
in the following respects. Actually in an 
estate by the entireties, insofar as the donee 
is concerned, nothing has been created for 
him at the time of vesting of title by the 
entireties since the donee has not an estate 
of which he can dispose, and never will 
have unless the donor predeceases_ the 
donee. This point has been made effec- 
tively by Mr. Justice Owen Roberts in his 
dissent in the Smith case, 318 U. S. 176, at 
page 183, in which he said: 


“A system of taxation which requires 
valuation of the donor’s retained interest 
in the light of the contingencies involved 
and the calculation of the value of the 
subsequent remainders by resort to higher 
mathematics beyond the ken of the tax- 
payer, exhibits the artificiality of the gov- 
ernment’s interpretation of the act.” 


[The End] 





The Montana Supreme Court affirmed the right of the state to impose upon 
motor carriers engaged in interstate commerce exactions by way of taxes and 
licenses for the use of the state highways when such exactions are necessary to 
build, maintain and supervise the highways. The exactions must be such as are 
reasonably necessary for the purposes mentioned, and must not be discriminatory 
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as between state and interstate carriers. 






































































































































FAMILY INCOME AND FEDERAL TAXATION 


By STANLEY S. SURREY 


Here are some ideas that are very likely to be included in the next revenue law. 
The author, tax legislative counsel, presented this material at this year’s Annual 
Conference of the National Tax Association. The article will appear in the forth- 
coming book, “Proceedings of the Thirty-ninth Annual Conference on Taxation” 


te who fancies himself as a tax expert 

should beware of venturing into the field 
of family income. His expertness is a power- 
ful shield in a technical discussion, let us 
say, of the excess profits tax or of the tax 
consequences of corporate reorganizations. 
Here brother experts formulated the rules 
and, true to the trade, invested them with 
sufficient mystery to bar the layman. But 
when he talks about the taxation of family 
income, he may find that he has suddenly 
become one of the boys—just another hus- 
band—or bachelor—discussing the economics 
of marriage. Here the operative rules are 
not statutory mandates or judicial quota- 
tions, but well-worn proverbs and maxims— 
such as the Moroccan proverb, “Always 
marry a short woman; her clothes will cost 
you less,” or the Scotch saying, “Never 
marry a penniless maiden that’s proud of 
her pedigree.” A married couple is quite 
articulate about the economics of the family 
budget, both in the rosy-hued balancing of 
the prenuptial period and then in the 
empirical testing of the adage, “Two can 
live as cheaply as one.” They will not accept 
lightly an analysis of their economic pattern 
merely because it is clothed in technical 
garments. Any solutions in the field of 
family income, therefore, must meet the test 
of learned debate in millions of homes and 
social gatherings. 


In the general family picture it is the 
husband who is the earner of wages, salary, 
or business profits, thereby providing both 
the dollars of income and the accumulation 
of capital producing additional dollars of 
income. On these dollars, normally, the hus- 
band pays income tax. But surtax rates in- 
crease and the husbands become uncomfortable. 
Their tax attorneys, hating to see such dis- 
comfort, cast about for ways and means to 
ease their souls and pocketbooks. The result 
is an endless succession of devices to reduce 
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the husband’s tax. All of the devices have 
a common end in view— to shift the ac- 
countability for some of the dollars to the 
wife, to the children, to trustees, so that the 
family may enjoy the thrill that comes there- 


by from sliding down a progressive rate 
scale. 


Assignment of Future Earnings 


The first device to attempt the judicial 
gauntlet was simple—an assignment of fu- 
ture earnings by a husband to his wife. 
Its simplicity perhaps derived from the fact 
that the contract providing for the assign- 
ment antedated the Sixteenth Amendment. 
The tax statute provided no ready answer 
and the Supreme Court’s response in 1930 
in Lucas v. Earl (281 U. S. 111 [2 uste 
 496]) thus held added importance, for in 
defeating the taxpayer it thereby imparted 
to the statute a basic policy. Justice Holmes 
saw no reason to labor the point—the case 
turned “on the import and reasonable con- 
struction of the taxing act,” and there could 
be “no doubt that the statute could tax 
salaries to those who earned them and pro- 
vide that the tax could not be escaped by 
anticipatory arrangements and contracts how- 
ever skilfully devised . . . That seems to 
be the import of the statute before us.” 


The Court’s attention was thus caught by 
the circumvention of the statute inherent 
in this device—and in other devices it could 
imagine—especially in conjunction with so 
personal a matter as the earning of a salary. 
But the assignment involved circumvention 
only if one fastened upon the progressive 
rate scale as establishing the statutory policy 
to be protected. And even then, as the 
assignment was to the wife, another basic 
principle had to be assumed—that the family 
is not the unit of taxation but that each 
individual member thereof is responsible 
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for his income to the tax collector. The 
progressive surtax is thus to be protected 
even at the expense of allocating income to 
other members of the family group. Stated 
differently, splitting of income among the 
fanily group becomes tax avoidance, and 
arrangements to that end become devices to 
avoid surtax. As a consequence any such 
arrangement to pull the income out of the 
ambit of the person previously paying sur- 
tax must pass a careful judicial scrutiny. If 
such scrutiny reveals a sufficient linkage re- 
maining with that person, the judicial thumbs 
turn down. As the person in the higher sur- 
tax bracket is generally the husband, the 
problem is to establish the boundaries of 
his taxable domain. 


Lucas v. Earl is thus a crucial sign at the 
crossroads of family income taxation. By 
pointing in the direction of taxing the in- 
come-producing husband, it has routed most 
of the subsequent devices along that road 
instead of the road of income-splitting among 
the family. It is true that as a by-product 
of the growing sophistication of our tax 
fraternity, the neat technical arguments ad- 
vanced by the proponents of such devices 
have called forth more elaborate discussion 
of the theoretical issues involved, so that 
the “off with his head” approach of Justice 
Holmes is submerged. But basically the 
courts have recognized that the transactions 
are mainly artificial tax-induced devices— 
how else can we describe the gift of a year’s 
interest coupons in Helvering v. Horst (311 
U. S. 112 [40-2 ustc J 9787])?—and their 
verdict of disapproval has accordingly fol- 
lowed. 


Family Trusts 


The assignment of earnings or other in- 
come thus met a cold judicial response. The 
problem became more difficult, however, when 
the tax attorneys called in their good friends, 
the trust lawyers, for aid. Their first offer- 
ing was a bold attempt to capture the entire 
field—the revocable trust of Corliss v. Bowers 
(281 U. S. 376 [2 ustc J 525]). Here again, 
however, in 1930 Justice Holmes saw no 
need to honor such a device with lengthy 
debate—income that the husband could ob- 
tain at any time must be regarded as within 
the husband’s domain for surtax purposes. 
But in 1937 in Blair v. Commissioner (300 
U. S. 5 [37-1 ustc J 9083]) a more cautious 
arrangement—the complete assignment of a 
part of the life interest of a trust beneficiary 
—won a portion of the field for the tax- 
payer. Ever since, the battle has raged as 
Commissioner and taxpaying settlors have 
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attempted to control the ground that lay in 
between. While the Commissioner has been 
uniformly successful in the major skirmishes 
that have reached the Supreme Court— 
notably in 1940 in the Clifford case (309 
VU. S. 331 [40-1 uste J 9265] )—many a minor 
engagement in the lower courts has been 
won by the taxpayer. 


More significant than the outcome of these 
engagements is their very number. The 
litigation in the family trust field has been 
far greater than is healthy under a tax 
statute. Many of the trust arrangements 
that the courts have condemned find their 
principal source in hoped-for tax savings. 
But it is also evident that family trust 
devices, not necessarily less complex or de- 
vious, may serve legitimate non-tax ends. 
This factor of family arrangements serving 
a traditional purpose, especially when such 
aspect is ably presented by institutions whose 
business functioning lies in this field, as 
banks and trust companies, makes it difficult 
to thrash about with the big stick of tax 
avoidance. Many of the tax-inspired trusts 
are thus able in some degree to reflect the 
nimbus of respectability radiated by other 
family trust arrangements, though the re- 
flection. at times has a sickly cast. As acon- 
sequence Congress, the Commissioner and 
the courts must perforce trace a tortuous, 
weaving line to divide tax avoidance trust 
from respectable family disposition. The re- 
sult is bound to be excessive litigation, for 
only the surveys of litigation can locate many 
a trust with relation to such a line. 


Family Partnerships 


Styles in tax avoidance suddenly flourish 
and as suddenly disappear. Just when many 
a husband was gloomily surveying his tax 
picture after the Supreme Court had shat- 
tered the rosy dreams inspired by the trust 
lawyers, a fresh breeze of hope stirred the 
spirits in clubhouse and luncheon club. Be- 
devilled by war surtaxes, and forgetting the 
disappointments of the past, husbands sud- 
denly made their wives partners in their 
enterprises. It mattered not that these wives 
knew as little about the workings of the 
business as their infant sons and daughters, 
who often were also solemnly invested with 
the status of partners. The goal of lowered 
surtaxes appeared enticingly near, and all 
at once the vogue of family partnerships 
descended upon the tax scene. But when 
these family partnerships had climbed the 
stairway of litigation to the Supreme Court, 
the partnership trappings suddenly lost their 
glitter and there remained only the plain 
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cloth of tax avoidance. This year, in Com- 
missioner v. Tower [46-1 ustc § 9189] and 
Lusthaus v. Commissioner [46-1 ustc J 9190}, 
the Court, casting back to Lucas v. Earl, 
posted the simple family partnership street 
with a “dead end” sign. 


This flyer in family partnerships serves 
to indicate, however, that new devices for 
income-splitting among the family will be 
sought and litigated. Tax rates are high and 
tax ingenuity is inexhaustible and respon- 
sive, while the Treasury’s defense is unceas- 
ing and patient. 


Community Property 


While individuals thus struggle in weary 
litigation, in some areas their collective repre- 
sentative, the State, suddenly says, “Why 
do it the hard way?” This question takes 
us to community property. Here at the start 
Justice Holmes in 1926 in United States v. 
Robbins (269 U. S. 315 [1 ustc § 154]), un- 
impressed by the paraphernalia of that sys- 
tem, fastened upon the husband’s control 
to prevent any income-splitting in California. 
But when the Commissioner eagerly at- 
tempted to press this advantage in the seven 
other community property states, he sud- 
denly found that the Court had become 
fickle. The ancient Spanish lineage proved 
too respectable and in 1930 in Poe v. Seaborn 
(282 U. S. 101 [2 ustc $ 611]) community 
property residents discovered that their sys- 
tem possessed tax magic. California, having 
tidied up its law, was able to share this 
good fortune, so that in eight states hus- 
bands and wives were automatically entitled 
to split their community income for tax 
purposes. Success has its imitators, and in 
1939 Oklahoma attempted to join its neigh- 
bors through the inexpensive expedient of 
permitting its residents to elect community 
property. But in 1944 the Supreme Court 
in Commissioner v. Harmon (323 U. S. 44 
[44-2 usrc J 9515]) stuffily insisted that all 
the punctilios must be observed. Oklahoma 
had to do the job all over again and make 
community property the system of property 
holding by virtue of marriage itself. This 
done, Oklahoma now becomes sacred soil. 


An Inconsistent Chapter 


When all is said and done, and proper 
obeisance has been rendered to the treaty 
of Guadalupe Hidalgo, the fact remains that 
the community property cases present an 
inconsistent chapter in the judicial treat- 
ment of family income. Justice Douglas 


recognized in his dissent in the Harmon case 
that Lucas v. Earl and the Clifford case, with 
their stubborn resistance to family income- 
splitting, are at the opposite pole from Poe 
v. Seaborn with its ready yielding to such a 
result. 


Poe v. Seaborn 


The recent estate tax decisions indicate 
that if the issue were presented for the first 
time, the magic of community property might 
prove less potent against our steep surtaxes. 
However that may be, the family income- 
splitting permitted by Poe v. Seaborn is 
probably imbedded too deep for judicial ex- 
cision. Finally, we must not forget that 
Oklahoma was motivated entirely by the 
tax factor. Formerly, it could be solemnly 
stated that the community system was an 
aspect of state policy respecting property 
holding and the marital relationship adopted 
long ago without an eye to taxes. In short, 
it was at least respectable, and tax avoid- 
ance existed not in its origin but in its 
result. The community system could in this 
respect claim some kinship with joint ten- 
ancy or tenancy by the entirety, which in 
other states could also work wonders in 
splitting family income from property. But 
Oklahoma has stripped the community sys- 
tem of this moral cloak and brought it to 
the level of other tax avoidance schemes. 
The Oklahoma statute is purely tax moti- 
vated—the community system commends it- 
self to the state only because of the federal 
income tax dollars it saves for its citizens. 


Characteristics of Present System 


Several salient features emerge from this 
brief review of our present treatment of 
family income. First, the present system is 
a self-generating source of costly litigation. 
The rules are not clear, so that expectations 
are disappointed and liabilities uncertain. 
But the stakes are high and constantly tempt 
new players with new systems. As a result, 
taxpayers, attorneys, the Treasury and the 
courts pour energy and time into controversy 
after controversy. Our tax machinery is too 
heavily strained to stand this increasing load 
of litigation over family trusts, family part- 
nerships and the like. 


Second, the present system is highly dis- 
criminatory among families. The rewards of 
community property, indicated in the fol- 
lowing tables, are the most familiar example 
of this discrimination. 
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Comparison of Tax Liabilities of Married Couples (With no Dependents) in 
Community Property and in Non-Community Property States 





Total tax on married couples Tax saving in com- 
munity property 
states as a per- 

centage of tax 
liability in non- 
community 

| property states 


48% 
15.7% 
22.1% 
28.9% 


P re: 
Non-community Community prop-| Tax saving in 
property state erty state (In- community 


(Only one spouse come divided property states 
has income) equally between 
spouses) 


Net income be- 
fore exemption 











$ 5,000 $ 
10,000 
15,000 
25,000 
50,000 
100,000 


798 
2,185 
4,047 
9,082 

24,795 
63,128 


$ 760 $ 638 
1,843 342 
3,154 893 
6,460 2,622 

18,725 6,070 24.5% 
50,274 12,854 20.4% 


Aggregate Tax Savings of Married Couples (With no Dependents) in Community 
Property States in the Income Years 1937 Through 1946* 


Combined net income 
before exemption 
$ 5,000 
10,000 
25,000 
50,000 
100,000 


Aggregate amount of 
of tax savings 
$ 320 
2,864 
20,633 
53,144 
132,187 


* Tax for non-community property states is computed on the assumption that only one spouse 
has income, and in community property states that income and exemptions are divided equally 


between the spouses. 


Oklahoma has thus, at present tax levels, 
simply voted its middle bracket citizens 
(from $15,000 to over $100,000) a federal 
tax holiday at least every fifth year. 


Non-Community Property States 


This readily perceived discrimination in 
favor of community property residents should 
not prevent us from recognizing that equally 
serious discriminations exist among families 
in non-community property states. The tax 
savings of the community system result 
from the automatic splitting of family in- 
come which that system affords. A non- 
community property couple can likewise achieve 
tax savings where each spouse earns income 
or initially owns property producing: income. 
More important, tax savings can also be 
obtained if these couples can avail themselves 
of the devices for income-splitting afforded 
in their states. Thus, a husband whose in- 
come is derived from capital may share his 
income with his wife through outright gift 
of property to the wife, or utilization of joint 
tenancy or tenancy by the entirety, or crea- 
tion of a successful family trust. Such re- 
sultant division of income in non-community 
property states is extensive. Of the married 
couples filing separate returns in non-com- 
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munity property states, the preponderant 
majority present a division of income rang- 
ing from seventy-thirty to fifty-fifty. But 
the judicial resistance to what the courts 
conceived to be tax avoidance has blocked 
every attempt of a husband whose income is 
derived from his services to share that in- 
come with his wife in a non-community 
property state. The result is that the dis- 
criminations between such married couples 
whose income is from the husband’s serv- 
ices and those whose income is from property 
are also in many instances in the dimensions 
stated above respecting community property. 
In other words, the middle bracket family 
with stocks and bonds which has split its 
income equally between husband and wife, 
receives a tax holiday at least every fifth 
year while the family living on a salary or 
professional earnings must still work for 
Uncle Sam. One wonders whether the deci- 
sion of Justice Holmes in Lucas v. Earl to 
prevent the fruits from being attributed to 
a different tree has not caused us to lose 
sight of the forest of tax equity. 

Tax discriminations of such proportions 
among families cannot be defended. How 
may they be eliminated? It is true that many 
of the litigated devices for splitting income, 
as well as outright gifts to the wife, involve 
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a risk for the husband when the divorce 
rate is considered. Similarly, in this respect 
community property husbands may point 
out that their tax savings are not without 
hazards. Still a wife would seem a better 
gamble than Uncle Sam, who always takes 
his share for keeps. And at the very least 
we are left with the formula that the degree 
of taxpayer-Commissioner litigation over 
family income-splitting varies directly with 
the degree of family felicity. While such 
a formula indicates that one method of re- 
ducing such litigation is through the promo- 
tion of family discord, one may be of the 
opinion that other solutions are more feasible. 


Anti-Tax Avoidance Rules 


The judicial solution was to block the 
splitting of income by building a wall around 
the husband with a variety of anti-tax avoid- 
ance rules based on the earning of income, 
on control and dominion over income or 
property, on realization of income through 
the satisfaction of the desire to benefit others, 
and so on. But we have seen that the 
breach created by the community property 
case alone sufficed to defeat the siege. The 
availability of other methods of escape— 
such as gifts, joint tenancies, or family trusts 
—added to the failure. Moreover, a solution 
is needed that does not constantly present 
us with the hairbreadth escapes and cap- 
tures of litigation. In fairness to the courts, 
we must admit that the judicial process is 
not the appropriate medium, and that a legis- 
lative solution is required. 


Mandatory Joint Returns 


One such solution is a system of manda- 
tory joint returns. The total tax of a hus- 
band and wife living together would be 
computed on the basis of a joint return of 
their income and deductions. The liability 
for payment of the tax so computed en such 
single income could then, if either desired, 
be allocated between them in accordance 
with their separate incomes. As the com- 
putation of tax is based on a single com- 
bined income, the actual legal division of 
such income between husband and wife be- 
comes immaterial, and every family is thus 
placed on an equal footing as far as husband 
and wife are concerned. 


Congress considered this solution as re- 
cently as 1941 and 1942. The controversy 
that ensued is still fresh in our memories, 
for it was a tax issue in which the public 
could join with relish and relative under- 
standing. Mandatory joint returns met with 
defeat, which, after all, was to be expected. 


For did not its opponents charge that it was 
a device that would reduce women to slavery, 
break up homes, encourage divorce and pro- 
mote living in sin? Giving due weight to 
such a handicap, and recognizing that the 
community property forces are adding to 
their Congressional strength, the question 
may become one of seeking further to achieve 
equality. 


Per Capita Division 


Another method would be to make the 
splitting of family income nationwide. Under 
this method, the federal tax statute would 
provide that the income of husband and 
wife living together would be totalled, the 
total divided by two and the tax computed 
on the resulting amount with a single per- 
son’s exemption. The tax so computed would 
then be doubled to find the total tax of the 
married couple. The liability for payment 
of this tax could be allocated between hus- 
band and wife on the basis of their actual 
respective incomes. The result, in brief, is 
a universalized equal splitting of income be- 
tween husband and wife. As effectively as 
mandatory joint returns, this per capita ap- 
proach would equalize the treatment of mar- 
ried couples regardless of the character of 
their income or their geographical location. 

Which method is preferable—mandatory 
joint returns or a per capita division between 
husband and wife? Considered as a per- 
manent system, as between married couples 
at any level there appears to be little reason 
to prefer one method over the other. The 
tax in either case would be the same for 
every married couple at that level regardless 
of internal distribution of income. The 
mechanics of computation and allocation of 
tax liability are essentially similar. Whether 
married couples would pay more dollars 
under a mandatory joint return system or 
under a per capita division, depends almost 
entirely on the rate structure adopted after 
one or the other system is selected. Under 
either system consideration might be given 
to the problem of the working wife, be it 
viewed as one of imputed income of the 
housewife or, more likely, of additional de- 
ductions of the working wife. 


Arguments derived from politics and emo- 
tions would point in the direction of the per 
capita system and might well be permitted 
to dictate the choice under the limitations 
so far discussed. There are, however, addi- 
tional factors which may affect the choice— 
the relationship of either system to the tax- 
ation of single persons and the transitional 
problem. 
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Consumption Test 


‘(he assumption underlying the desire to 
eliminate the tax discriminations discussed 
above is that the family is the economic 
unit of consumption. At any level of income 
all families should accordingly be treated 
the same. The problem then is how to treat 
the married couple in relation to the single 
person, not how to tax the married couple 
per se. So viewed, the question is whether 
a married couple with, say, $10,000 income 
should pay only twice the tax of a single 
person with $5,000, as under the per capita 
system, or more than such amount as under 
the mandatory joint return approach. As- 
suming the consumption standard to be the 
criterion, it may be asserted that as the 
consumption needs of two are present a 
married couple should pay but twice the 
tax of a single person with half of their 
income. But, in reply, can it not be said 
that there are consumption economies in 
marriage—in rent, automobiles, furniture— 
which would justify a higher tax on the 
married couple? But if so, how much higher? 
Can these economies be measured with sufh- 
cient accuracy? And, more to the point, 
single persons are not a uniform class. Such 
economies are possessed in varying degrees 
by single persons living at home, doubling 
up, and so on. If marriage produces a 
higher tax, does the wife who earns an 
income become a tax incubus compared to 
her equally enterprising but erring sister? 

Let us pose the basic question in a differ- 
ent form: Should a married couple with 
$10,000 income pay the same tax as a single 
person with the same income, as under the 
mandatory joint return system, or less than 
such amount, as under the per capita system? 
Since each unit—married couple and single 
person—has economic command over the 
same dollars of income, such equal control 
would argue an equal tax. But, in reply, 
can it not be said that the obvious increased 
expenses of two individuals point to a lower 
tax on the married couple, lower even than 
is achieved by the added exemption? But, 
if so, can these increased expenses be sufh- 
ciently measured to warrant their recogni- 
tion? And, here also, single persons do not 
conform to a single pattern. One who sup- 
ports a penniless relation likewise incurs 
increased expenses. Is the young wife to 
be preferred to the sick and widowed mother? 
And, to complicate the matter further, is 
there not a point in the income scale, diff- 
cult of location though it may be, where 
the consumption standard is of far less 
moment than the economic power resulting 
from command over dollars of income? And 
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if this is true, what weight can be given 
to the joint command of husband and wife 
when its extent and reality depend on the 
many imponderables of marital relationships, 
the desire to maintain separate fortunes, the 
possibility of divorce and the like? 


Either initial approach—that paralleling 
married couples to single persons possessing 
half as much income, or that identifying 
married couples,with single persons at the 
same dollar level—logically should in the end 
produce the same result. For in the quali- 
tative search for “ability to pay,” the 
balancing of the factors of consumption 
economies and increased expenses present 
in marriage seems to point, at least at the 
levels where the consumption standard is 
pertinent, to a tax on a married couple 
that lies in between the liabilities produced 
by the per capita system and by mandatory 
joint returns. However, such an in-between 
result appears unlikely of adoption in the 
absence of accurate appraisal of those fac- 
tors. As a consequence, each approach argu- 
mentatively thus involves a presumption of 
initial validity for the parallel it draws, 
which presumption cannot be overcome by 
resort to consumption economies on the 
one hand or increased expenses on the other 
because of inability to measure such factors 
definitely. Hence, the choice of initial ap- 
proach in effect largely determines what 
one will conclude as to the superiority of 
one system over the other. Unfortunately, 
each approach has a different a priori appeal 
to different individuals. 


Arguments for Both Systems 


Consideration of the alternatives of man- 
datory joint returns or per capita division 
from the aspect of the proper tax liability 
of married couples relative to that of single 
persons, thus does not provide us with any 
significant preference for one system over 
the other. If other factors dictate the choice 
of per capita division, such choice should, 
therefore, not be changed to mandatory 
joint returns on this account. Equally as 
important is the conclusion that an otherwise 
desirable shift from the present system to 
per capita division does not become inad- 
visable when regard is had to the effect 
relative to single persons; for, as we said 
above, the proper level of the married couple’s 
tax liability relative to that of the single per- 
son is probably somewhere between mandatory 
joint returns and per capita division. Con- 
sequently, adoption of per capita division 
would at best work a discrimination against 
single persons that dollarwise is consider- 
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ably less than the spread between the liability 
of mandatory joint returns and that of per 
capita division. Yet the discrimination among 
married couples per se under the present 
system is equal in most community property 
situations and in many earned income ver- 
sus investment income relationships to that 
entire spread. As a consequence, the pos- 
sible creation of a discrimination against 
single persons through adoption of a per 
capita treatment of family income would 
appear outweighed by the need for eliminat- 
ing the more serious inequality presently 
existing between married couples. 


Present Exemptions 
on Per Capita Basis 


We must not forget that our present ex- 
emptions are on a per capita basis. As far 
as the $3,333 level, therefore, a married 
couple pays but twice the tax of a single 
person with half that income. As the great 
majority of married and single persons fall 
below these levels, we thus have adopted 
the per capita system for such persons 
despite the possible contrary arguments 
derived from a consumption standard demon- 
strating the need for a higher relative exemp- 
tion for single persons. At this level the 
néed for simplification outweighed those 
arguments. At points higher in the income 
scale, may not the need for tax equity among 
married couples perform a similar role, so 
that a per capita division of income be- 
comes justifiable as respects its relationship 
to single persons? There are subsidiary as- 
pects that appear to favor a per capita divi- 
sion of income between husband and wife. 
Per capita division does present an induce- 
ment to marriage and in this sense offers 
a rough general answer to its relationship 
to the tax on single persons: let them get 
married—or, as it is more picturesquely put 
in a popular song in which the singer says 
to her importuning boy friend, “If you wanna 
take the dollar tour, legalize my name.” 
Further, as pointed out above, a per capita 
division of family income would end the 
discrimination that presently exists in favor 
of income from property as against earned 
income. The insistent demand for a tax 
incentive for upper bracket executives in 
respect of their earned income would thus 
find a large answer in this changed treat- 
ment of family income. Of course, the tax 
attorney who engages in tax planning de- 
signed to achieve maximum tax savings may 
thereby find himself in the position of a 
marriage broker. But our tax fraternity has 
always proved itself equal to any task. 


Income of Children 


So far we have limited our discussion of 
family taxation to the income of husband 
and wife. But the same concern for the 
elimination of litigation and discrimination 
requires that we consider the place of child- 
ren. Obviously, many a family benefiting 
by a per capita division would soon become 
accustomed to the novelty and would then 
seek to further the splitting by legal alloca- 
tion of a share of the parents’ income to their 
children. The tax savings from such a fur- 
ther division of income would be large. The 
tax on a $50,000 family with income divided 
between husband and wife is $18,164; with 
income divided between parents and two 
children, the tax is reduced to $12,920, a 
reduction of twenty-nine per cent. To some 
degree, therefore, the discriminations and 
incentives to litigation would remain. Several 
solutions are at hand. The per capita prin- 


ciple could be extended, and children counted ° 


on a fractional basis in the division of the 
total family income for the purpose of tax 
computation. But the problem of determin- 
ing the proper fractions would loom large. 
A simpler approach would be to include the 
income of minors living with their parents 
in the total to be divided between husband 
and wife, leaving the adjustment for children 
to the exemption for such children. Perhaps 
it would be satisfactory to limit such inclu- 
sion to income of the child derived from 
property transferred to him by his parents, 
thus excluding earnings of the child and 
gifts from outside the immediate family. 
While some minor discriminations would re- 
main, the litigation incentive would be re- 
duced to a minimum. 


Revenue Costs 


The transitional problem, aside from the 
perhaps difficult aspect of ensuring that 
standards of simplification are maintained, 
is mainly one of.revenue cost. A shift to 
per capita division between husband and 
wife would involve, at present rates, a de- 
crease in revenue of a little less than a 
billion dollars. The inclusion of income of 
miners reduces that decrease by about 100 
million dollars. The amount thus involved 
in a per capita division appears to be of a 
magnitude that can be absorbed in the tax 
reduction that we hope the future will bring. 
The decrease in revenue resulting from a 
per capita division exists almost entirely in 
the brackets above the first surtax bracket. 
It would seem proper, therefore, that such 
decrease should in the main be charged 
against any tax reduction that would other- 
wise be made in those brackets. 
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Conclusions 


To summarize and conclude: The present 
treatment of family income is vulnerable to 
indictment on at least two serious counts. 
It is a fertile breeding ground of costly, 
difficult and wasteful litigation. It is sadly 
lacking in tax equity, since it involves both 
geographical discrimination between fami- 
lies in community property states and those 
in non-community property states, and quali- 
tative discrimination between families re- 
ceiving earned income and those possessing 
investment income. These discriminations 
dollarwise are highly inequitable at present 
tax rates. Judicial safeguards devised to pro- 
tect the progressive surtax have not provided 
arational system. The alternative legislative 
solutions to these difficulties are mandatory 
joint returns or per capita division between 
husband and wife. At the level of the family, 
the latter solution of per capita division ap- 
pears politically feasible. Considered rela- 
tive to the treatment of single persons, the 
adoption of the per capita system may per- 


haps involve some discrimination in favor 
of the family unit. But the extent of the dis- 
crimination so created is difficult of positive 
proof and measurement. At any event, it 
does not appear to be as serious as the 
present admitted inequalities among married 
couples. The double need of eliminating 
both these inequalities and the excessive liti- 
gation they promote would appear to out- 
weigh the possible claims of single persons. 
That same double need likewise points to 
the inclusion of the income of minors in 
the total income to be divided between the 
parents. Finally, the transitional problem 
is best met in a period of tax reductions, 
so that the future should be auspicious in 
this respect for a new approach to family 
income. But, as we said at the outset, these 
are technical observations whereas the sub- 
ject matter involved belongs to the public. 
So we must leave our conclusions to the 
test of the afternoon club meeting, the 
locker room and the bridge table. 


[The End] 


a 


ACCELERATED DEPRECIATION OF RENTAL PROPERTY 


In order to stimulate the building of moderately priced apartments for vet- 
erans and their families, a ruling released by the Bureau on September 4 allows 
builders and owners of multi-family rental projects to step up the rate of depre- 
ciation on rental property for tax purposes. 


As a result of this ruling, owners of rental housing will not be restricted to 
the equal annual installment method of charging off depreciation for income tax 
purposes. Under this ruling, rental housing owners may, for the first time, use a 
method which will permit the property to be depreciated for income tax purposes 


at a faster rate in the earlier years of the life of the housing (declining balance 
method of depreciation). 


For example, where the normal depreciation rate on a building is 2.5 per cent 


the declining balance rate would be 3.75 per cent. Under this method the amount 
of depreciation in the case of new property computed at the applicable rate for 
the first year is subtracted from the cost or other basis of the property and the 


declining balance rate would thereafter be applied to the resulting balances from 
year to year. 


Use of the declining balance method rather than the equal installment method 
is optional. In addition, any owner who finds that because of special economic 
and physical factors prevailing at present, his property has a shorter useful life 
than is normally the case, may appeal to the Bureau for permission to increase 
further his annual allowances for depreciation. 
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A New Deal Under Section 722 


By JACQUIN D. BIERMAN 


The author, a member of the New York Bar, was formerly assistant head of the 

Review Division, Chief Counsel’s Office, Bureau of Internal Revenue, and was 

in charge of Section 722 claims. The material in this article is from a recent 

address delivered by Mr. Bierman before the New Jersey Society of Certified 
Public Accountants. 


“ ECTION 722 is a particularly provoca- 

tive subject because of the coincidence 
of two recent events, administrative and 
legislative, affecting its operation: the for- 
mation of the Excess Profits Tax Council 
and the enactment of the Administrative 
Practice Act. 


The Excess Profits Tax Council was of- 
ficially established in the Bureau on July 
10, 1946. It was created in response to 
public protest, which culminated in the 
Hearings before the Congressional Joint 
Committee on Internal Revenue Taxation, 
that the Bureau was not administering 
Section 722 in accordance with the intent 
of Congress. The Council is comprised of 
fifteen men. It is stationed in Washington, 
but is designated as a field group. 


The Council has no jurisdiction over any 
issues except under Section 722. But on 
these issues, it has the final, and, indeed, 
the only, authority in the Bureau. It will 
determine policy; dictate the regulations, 
the rulings, and the memoranda; and decide 
the cases. It has completely superseded the 
Technical Staff and the Chief Counsel’s 
Office. The Staff has lost all jurisdiction 
Over pre-ninety-day cases, that is, those 
cases, which were appealed to it from an 
agent’s unfavorable report prior to the 
issuance of a rejection letter under Section 
722. It still retains jurisdiction of cases in 
which petitions have been filed in the Tax 
Court. However, the Staff cannot disturb 
the Council’s decision except in unusual 
circumstances and then only with the con- 
currence of the Council. For the purposes 
of his report to the Joint Committee in 
cases involving refunds in excess of $75,000, 
the Chief Counsel’s Office must accept as 
final the Council’s decision on the 722 issues. 
And the rulings and memoranda of the 
Council published in the Internal Revenue 
Bulletin are the only exception to the gen- 
eral rule that all material published there 
must have the approval of the Chief Coun- 


sel. Although lawyers from the Chief Coun- 
sel’s Office probably will continue to try 
the 722 cases which are litigated, they will 
doubtless function under the supervision 
and control of the Council. 


It is essential, therefore, that every 
accountant, lawyer and business man be 
thoroughly familiar with the nature, extent 
and use of this tremendous power over 
claims estimated to aggregate eight billion 
dollars. To this end, and also for the pur- 
pose of determining how best to present 
722 cases, I shall discuss in some detail 
the procedures newly created by the Excess 
Profits Tax Council. 


Field Committees 


In each of the thirty-nine agent’s offices 
about the country, there has been estab- 
lished a Section 722 Field Committee. 
These committees will supervise the investi- 
gation and examination of claims, and will 
report their recommendations to the Coun- 
cil. The Council will review every case, 
whether it is disallowed or allowed in whole 
or in part, or agreed to or non-agreed to 
by the taxpayer. The Council will grant 
conferences if the taxpayer does not agree 
with the Field Committee’s report, or if 
the Council overturns a Field Committee 
report agreed to by the taxpayer. The 
Council will consider only the Section 722 
record made in the field and sent it by the 
Field Committee. If additional evidence or 
facts are submitted by the taxpayer, the 
case may be returned to the field for fur- 
ther examination and decision. 


Personnel 


The Council operates under the adminis- 
trative direction of its Chairman and is 
assisted by a staff of accountants, lawyers 
and economists. The Chairman assigns 
cases to Council members and supervises 
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the determinations of the technical per- 
sonnel. The Council will decide policies 
and rules. Although it is just now com- 
mencing official operations, a Council Com- 
mittee has been in operation for some time 
studying the Section 722 Bulletin. Besides 
the operations of its staff, the Council will 
supervise the technical operations of the 
thirty-nine Section 722 Field Committees. 


Cases will be assigned for decision to 
one or more Council members, depending 
upon the amount involved rather than upon 
the complexity of the issue. The test is the 
difference between the actual excess profits 
credit and the constructive average base 
period net income to be allowed. While 
this does not compare likes with likes, it 
has the virtue of being simple and of being 
applicable to 722(c) cases as well as to 
722(b) cases. If this difference is $75,000 
or less, the case may be approved by one 
Council member. If it is between $75,000 
and $500,000, the case must be approved 
by a panel of three members. And if the 
amount is over $500,000, the case must be 
approved by the entire Council. Upon the 
request of the deciding Council member or 
panel, the case will be sent up to the next 
echelon of reviewers, that is, from one 
member to a panel, or from a panel to the 
full Council. Upon the request of any three 
members, a case which could be approved 
by one member will be sent to a panel or 
to the full Council, and a case which could 
be approved by a panel will be’sent to the 
full Council. In his discretion, * ¢ Chair- 
man may send a case which co be de- 
cided by one member to a panel or to the 
full Council, and a case which could be 
decided by a panel to the full Council. If 
he does not do this, decisions approved by 
a member or a panel become decisions of 
the Council ten days after approval. 


Standing, permanent panels are not now 
contemplated. They will be appointed by 
the Chairman in individual cases. 


Review at Taxpayer's Request 


Nothing, so far, has been said about panel 
or full Council review of a case at the 
request of the taxpayer. 


The staff of the Council will be composed 
of three groups: the Technical Advisors, 
the Conference Group, and the Review 
Group. The Technical Advisors are respon- 
sible for coordination and interpretation in 
the cases of the basic principles and policies 
determined by the Council. They consult 
with and advise the conferees and reviewers, 
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and under the direction of the Council will 
supervise and assist the various Section 722 
Field Committees. They will prepare rul- 
ings, studies and technical letters; do re- 
search; serve as liaison agents with other 
offices of the Bureau, and may also hold 
conferences. 


The review and handling of non-agreed 
cases will devolve upon the Conference 
Group. After review of an assigned case 
under the direction of the supervising Council 
member, the conferee will write to the 
taxpayer offering a conference. If none is 
desired, the case will be decided on the 
record. If one is accepted, the conferee 
may hold a conference without the attend- 
ance of the supervising Council member, 
provided the latter so authorizes him. How- 
ever, it is expected that Council members 
will attend conferences, particularly when 
requested to do so by taxpayers. If many 
cases are sent unagreed to the Council, this 
may take a bit of doing, especially if they 
involve panel or full Council consideration. 
Conferences will be held in Washington 
unless otherwise more convenient. 


The conferee can call upon the Business 
and Industrial Research Division for eco- 
nomic assistance and ‘advice, and upon any 
other group in the Bureau possessing infor- 
mation. Bureau economists may be present 
at conferences if the conferee desires. 


Conference Report 


Upon concluding his consideration of a 
case, the conferee will prepare a conference 
report. If the Technical Advisor agrees 
with the policies and principles applied, 
he initiates the report; if not, he writes a 
memorandum setting forth his views. If the 
Council member or panel agrees, it becomes 
the decision of the Council in ten days 
unless the review procedure previously de- 
scribed is invoked. If the Council member 
or panel supervising the case disagrees with 
the conferee, it prepares a report setting 
forth the decision recommended. 


After decision, the conferee will prepare 
a letter for the supervising Council member 
or panel to the taxpayer setting forth the 
Council determination and the supporting 
reasons. The Council will make every effort 
to secure taxpayer approval of its decisions. 


The Review Group will review all agreed 
cases under the supervision of a Council 
member assigned the case. If the reviewer 
agrees with the field determination, he will 
endorse the “Reviewed and Approved” 
stamp on the field report. If the reviewer 
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agrees with the decision, but wants a re- 
statement or amplification of the basis, he 
prepares a memo to that effect. If the 
field report is incomplete in certain respects, 
the field will be requested to supplement 
the record with additional data. It is not 
planned generally to return case files to the 
eld. However, if, after seeing new data, 
the Council feels that the field would have 
reached a different answer had it considered 
the material, it will return the case to the 
field for further consideration and the op- 
portunity to secure a new agreement from 
the taxpayer. The same procedure will be 
followed if there is a change in the law, 
regulations, or interpretation indicating a 
different result with the chance of a settle- 
ment in the field. 


As in the case of the conference group, 
the Technical Advisors must concur or 
write a dissenting memorandum. Other 
offices in the Bureau are available for con- 
sultation and assistance. 


Rejection of Agreed Cases 


No agreed case recommended by the field 
will be rejected by a panel of less than 
three members of the Council, regardless 
of the amount of relief involved. If an 
agreed case is rejected, the reviewer will 
send a letter to the taxpayer setting forth 
fully the reasons why the agreement has 
been rejected. A conference will be offered, 
if requested by the taxpayer within thirty 
days of the date of the letter. Conference 
arrangements will be carried through as in 
the case of the Conference Group. 


Supervision over all field examinations 
and conferences involving Section 722 
claims has been delegated to the various 
Section 722 Field Committees. These com- 
mittees are under the technical supervision 
of the Council, but under the administrative 
supervision of the local agent in charge. 


Segregation of Section 722 Issues 


The Section 722 Field Committee is re- 
sponsible for recommending a constructive 
average base period net income to the Ex- 
cess Profits Tax Council in a report dealing 
exclusively with Section 722 issues. The 
Committee will operate in this way: Upon 
receipt of a case it will segregate the 
Section 722 issues from the non-722 issues 
(the latter are called standard issues). The 
standard issues will be processed as at 
present. The Chairman of the Committee 
will assign the Section 722 issues to a 
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Committee member for study and for con- 
tinuing supervision over the examining agent, 
who must investigate and decide the case 
in the first instance. 


A Committee member receiving a case 
will make a preliminary study and will 
classify the claim as either (1) one appearing 
to have no- merit whatsoever, (2) a skele- 
ton claim or one with incomplete data, or 
(3) one which is prima facie meritorious 
or sufficiently complete for examination. 
If the claim appears to fall in the first two 
groups, the taxpayer will be afforded a 
conference. The discussion of the claim 
then held will disclose whether the tax- 
payer wishes to withdraw or perfect his 
claim, the real grounds upon which he re- 
lies, and the type and extent of additional 
necessary data. A reasonable time will be 
afforded to fill in the gaps. It is contem- 
plated that the examining agent will sit in 
on this conference, and it is desired that 
claims be perfected and completed prior to 
examination. If the claim is in the third 
group, it will be assigned speedily for ex- 
amination. If it is already in the process 
of examination, it will be returned immedi- 
ately to the examining agent. 


The examining agent is expected to dis- 
cuss the case with the supervising Committee 
member before making his investigation. 
The extent of the Committee member’s par- 
ticipation in the examination and prepara- 
tion of the report will depend upon the 
complexit’-_of the claim and the extent to 
which t* examining agent desires assist- 
ance. CQ™Miarences may be held at the dis- 
cretion of the Committee member when- 
ever required, and the taxpayer will receive 
every opportunity to supplement an incom- 
plete claim. 


Taxpayer's Responsibility 


As at present, the burden is on the tax- 
payer to establish the essential elements of 
its case. It cannot be shifted to the Bureau 
by the mere filing of a claim. If appropri- 
ate, in those cases in which the taxpayer 
has exhausted its sources of information, 
the Committee may cooperate by indicat- 
ing other sources of material or different 
methods of approach. The responsibility of 
accepting these suggestions, however, rests 
entirely upon the taxpayer. 


Upon the completion of his examination, 
the revenue agent will prepare a report, 
which must be approved by the Committee 
member supervising the case and reviewed 
by the Chairman or another member desig- 
nated by him. 
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This report—and this is a complete de- 
parture from existing procedure—will be 
furnished to the taxpayer. Prior to the 
time it is sent out, however, but after the 
Committee’s position is established, a pre- 
liminary conference will be held with the 
taxpayer. At that conference, the taxpayer 
will be advised of the Committee’s position 
and the supporting reasons as set forth in 
the report. Both the examining officer and 
the supervising Committee member will be 
present at this conference. 


It is expected that any change in an 
original determination as the result of a 
formal conference will represent the agreed 
determination of the Committee. If differ- 
ences cannot be resolved, the Chairman’s 
decision will prevail. Where the Chair- 
man’s decision results in a revision of an 
agreement, the taxpayer will be offered 
another conference with the Chairman. 


Partial Allowance 


If a partial allowance of a constructive 
average base period net income is deter- 
mined by the Committee, it will be adopted 
and certified to the Council regardless of 
whether the taxpayer agrees. Strenuous 
attempts will be made, however, to secure 
an agreement. This policy of making partial 
allowances, though unagreed, has been in 
effect for some time but never has seemed 
to be carried out in the field. It will be 
pressed more vigorously now. 


Section 722 Record 


To support its recommendation and 
certification to the Council, a Section 722 
record will be assembled by the Committee. 
This record will contain: 
The taxpayer’s Forms 991 or 843 and 
amendments. 
Subsequently filed data in support of 
the claims. 
Additional material such as base period 
year returns, economic reports, data of 
comparatives, etc. 
The examining agent’s report on Sec- 
tion 722. 
Protests, briefs, or other communi- 
cations filed by the taxpayer. 

(6) Conference Section 722 
issues. 


reports on 


This record will furnish the sole basis for 
review by the Excess Profits Tax Council. 


It is, therefore, more important than ever 
that claims be fully prepared and thoroughly 
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documented before the examining revenue 
agent. All points raised by the examining 
officer and the Committee member in con- 
ferences should be met squarely with ade- 
quate arguments and facts. It is a good 
idea after a conference for the taxpayer to 
submit its own version of a conference re- 
port together with such additional thoughts 
which have occurred, as they always do, 
after the conference is over. 


Examining Agent's Report 


To the end of convincing the examining 
agent and having a favorable report pre- 
pared that will stick, it is well to have a 
brief look at the report he is required to 
prepare. It is. well known that judges, after 
reaching a conclusion in a case, pattern 
their decision along the lines of the brief 
submitted by the successful litigant. The 
examining agents will no less welcome such 
assistance. 


The report is to contain sufficient data 
to indicate whether the claim substantiates 
the existence of a qualifying factor, the 
inadequacy of the excess profits credit be- 
cause of that factor, and the fair and just 
amount representing normal earnings. The 
report will be organized under three gen- 
eral headings: 

(1) Summary and Miscellaneous Data. 
(2) Background and History. 
(3) Analysis of the Claim. 


The Summary and Miscellaneous Data 
section will contain such items as the name, 
address, and industry of the taxpayer, its 
products and operations performed and 
other information for Bureau procedural 
purposes. It will also contain a discussion 
of the conclusions recommended to the 
taxpayer’s representatives, their names and 
whether an agreement was reached. 


The Background and History section will 
contain the data necessary for a thorough 
understanding of the claim. This will take 
the form of a complete biography of the 
taxpayer. It is the type of information 
which the Bureau has heretofore requested 
but has obtained in very few instances. 


Analysis of Claim 


The Analysis of the Claim section will 
contain a discussion of the following topics: 
(1) The establishment of eligibility. This 
will be broken down into (a) the qualify- 
ing factors, (b) the effect of the qualifying 
factors upon the base period experience of 
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the taxpayer or upon its invested capital 
credit, and (c) the inadequacy of the aver- 
age base period net income as a standard 
of normal earnings or of the invested capi- 
tal credit as a standard for determining 
excess profits. 


(2) The establishment of the fair and 
just amount to be used as the constructive 
average base period net income. 

This analysis adopts the general approach 
now set forth in the Bulletin. 


The analysis of each of these topics is 
to be developed by: 


(1) A summary of the txapayer’s facts. 


(2) A summary of the taxpayer’s con- 
clusions. Only those statements made by 
the taxpayer in its claim or its written 
supplements will be considered. Reasonable 
opportunities will be afforded to reduce all 
statements to writing. It is highly impor- 
tant that this be done. 


(3) A critical analysis of the taxpayer’s 
facts and the presentation of additional 
facts developed in the field. 


(4) Criticism of the taxpayer’s conclusions. 


(5) The examining officer’s conclusions and 
recommendations. 


This latter discussion will contain the 
examining revenue agent’s findings as to 
the taxpayer’s facts, contentions, and con- 
clusions, rebuttal evidence developed, and 
the examining agent’s agreements and con- 
clusions. It should show whether the tax- 
payer’s facts are really facts or reasonable 
estimates or conjectures. 


A complete report in the prescribed form 
must be prepared even though the taxpayer 
agrees with the examining agent. This 
report will be transmitted to the Internal 
Revenue Agent in Charge and will be certi- 
fied to the Excess Profits Tax Council by 
the Chairman of the Section 722 Field Com- 
mittee, with the approval of the Internal 
Revenue Agent in Charge. The transmittal 
letter will include a discussion of the ex- 
tent, the manner and the basis of the exer- 
cise of judgment by the field forces. It 
will also contain confidential data which is 
precluded by statute from being published, 
and will not, therefore, be available to tax- 
payers. 


These requirements with respect to the 
detailed reports to be prepared in Section 
722 cases should furnish good clues as to 
the manner and form of presenting and prose- 


cuting claims and the degree of detail and 
proof required. 


Routing of Cases 


The routing of cases in the Bureau will 
follow these general patterns: As to cases 
which are agreed on both Section 722 and 
standard issues, the Section 722 record will 
be certified to the Council and the stand- 
ard case will proceed to the Audit Review 
Division. If Audit Review approves the 
standard issues, it will hold the case until 
the Council reports to it on the 722 issue. 
If the Council approves the 722 issue, Audit 
Review will take the necessary steps to 
dispose of the whole case. If the Council, 
after conference with the taxpayer, rejects 
or modifies the Section 722 Field Committee 
agreement, the Audit Review Division will 
send the entire case file back to the Internal 
Revenue Agent in Charge with the recom- 
mendation on the standard issue. The In- 
ternal Revenue Agent in Charge will then 
send a statement of tax consequences fol- 
lowing from the recommendations of the 
Council and the Audit Review Division in 
a fifteen-day letter to the taxpayer. This 
fifteen-day letter is a new form. It is de- 
signed to give the taxpayer an opportunity 
to agree or disagree with the Council’s dis- 
position of the 722 issue. If the taxpayer 
agrees or does not respond, statutory notices 
will be issued. The taxpayer may withdraw 
its agreement on standard issues on account 
of the Council’s action. Under these cir- 
cumstances it may prosecute the standard 
issues in the usual way, that is, by protest- 
ing and going to conference or by request- 
ing that the case be sent to the Technical 


Staff. 


Post-Review of Standard Issues 


As to cases which are agreed on the stand- 
ard issues but non-agreed or in process on 
the Section 722 issues, if the taxpayer con- 
sents to immediate assessment of the tax 
or accepts as correct the proposed over- 
assessment, the case will be sent to the 
Bureau for post-review of the standard 
issues. If the Audit Review Division ap- 
proves, it will close the case under existing 
procedures and the taxpayer will pay its 
deficiency or obtain its refund. The file will 
then be returned to the Internal Revenue 
Agent in Charge, who holds it in suspense 
until he hears from the Council. The Sec- 
tion 722 issue will proceed to the Council 
in the regular manner. On hearing from 
the Council, the Internal Revenue Agent in 
Charge will issue a statement to the tax- 
payer reflecting the standard adjustments 
and showing the tax effect of the Council’s 
decision. This statement goes out in the 
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described before. 


the consequences 


Pre-Review of Standard Issues 


lf the taxpayer agrees to the standard 
issues but does not consent to immediate 
assessment, the standard issues will be 
sent to the Audit Review Division for pre- 
review. Although pre-review is a new term, 
it consists merely of the usual review by 
the Audit Review Division. On completion 
of the pre-review, the standard case file 
will be returned to the Internal Revenue 
Agent in Charge, who holds it until he 
hears from the Council on the 722 issue. 
The Section 722 case goes to the Council 
in the usual manner. When the Internal 
Revenue Agent in Charge hears from the 
Council, he notifies the taxpayer of its 
decision in the fifteen-day letter. If the 
taxpayer claims no longer to be bound on 
the standard issues because of the Council’s 
disposition of the 722 issue, then present 
procedure of protest, conference and appeal 
to the Technical Staff are available. If he 
agrees, or does not respond to the fifteen- 
day letter, notice under 722 will be issued. 

If both the standard issues are non- 
agreed or in process and Section 722 is 
either agreed, non-agreed or in process, the 
standard issue will proceed separately as 
under existing procedures. If the standard 
case goes to the Technical Staff at the 
request of the taxpayer, the Staff can con- 
clude its determination of the standard is- 
sue, and either direct assessment of agreed 
amounts, direct issuance of notices under 
Section 722 in wunagreed deficiencies, or 
schedule certificates of overpayment for 
refunds, all without regard to Section 722. 
On completion of its action, the Staff, as 
now, will return the case to the Internal 
Revenue Agent in Charge for disposition 
and issuance of statutory notices. If the 
Staff receives the Council report while it 
has the case, it will incorporate the Coun- 
cil’s decision in its action memorandum. If 
the taxpayer does not go to the Staff, the 
Internal Revenue Agent in Charge will 
hold the case in suspense pending receipt 
of the Council report. This will be com- 
municated to the taxpayer in the fifteen-day 
letter. Statutory notices under Sections 732 
and 272 will then be issued unless the tax- 
payer within fifteen days requests consider- 
ation of the standard issue by the Staff. 


Further Opportunity for Taxpayer 


If any case currently before the Technical 
Staff, whether in pre-ninety-day status or in 
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docketed status, is substantially completed, 
or if settlement is reasonably indicated, the 
Staff will complete the case and send it to 
the Council. The Staff will terminate action 
on all other cases and send them to the In- 
ternal Revenue Agent in Charge. There it 
will be split up—the Section 722 issue to go 
to the Field Committee, and the standard 
issues back to the Technical Staff. The 
Field Committee will handle the pre-ninety- 
day Section 722 issues in the usual manner 
and refer its recommendations to the Coun- 
cil. In the docketed cases, the Committee 
will offer the taxpayer a chance to submit 
additional data; it will make any further 
field investigations necessary and offer con- 
ferences to the taxpayer. Upon completing 
its work the Committee will send the 722 
record to the Council, which will subse- 
quently return the file to the Technical Staff 
with the Council’s recommendations for dis- 
posal of the issues in the Tax Court. 


From this rather detailed description of 
the new procedures for disposing of Section 
722 claims, the following conclusions can 
reasonably be drawn: 


(1) The great bulk of the case work will 
be done by technical advisors, reviewers, 
conferees and agents who are currently the 
Bureau people working on these cases. It 
is physically impossible for fifteen men to 
give intelligent consideration to each one of 
the thirty-odd thousand claims for relief in- 
volving ten thousand to fifteen thousand 
separate taxpayers. At best, the Council 
can promulgate new policies and rules, strive 
to make these familiar to, and usable by, 
the operating people, and personally review 
highly controversial cases and those involv- 
ing large sums of money. 


(2) It is apparent that the 722 job is a 
field job, and that the successful Bureau 
management of these cases requires field 
determinations which are sustained all along 
the line. That the Council recognizes this, 
appears from the difficulties which must be 
overcome in reversing the examining agent’s 
original determination. Effective unanimity 
of opinion must exist in the Section 722 
Field Committee, and agreed cases from the 
field can be reversed only by a panel of not 
less than three Council members, regardless 
of the amount involved. 


(3) From the taxpayer’s point of view, it 
cannot be stressed too strongly that the 
main objective should be to convince the 
examining agent to settle the case satisfac- 
torily, and not to rely solely upon an appeal 
to the Council. To this end, all the facts, 
arguments and reasons for the exercise of 
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a favorable judgment should be given to the 
examining agent. To withhold material 
until later, will make incomplete the Sec- 
tion 722 record, which serves as the basis 
for the Council review, and can serve only 
to cause delay. 


Trend Toward Liberality 


(4) I believe that the policies and rules to 
be laid down by the Council, at least the 
initial ones in the near future, will be more 
liberal to taxpayers. I believe also that 
there will be more field allowances in the 
meritorious cases, properly presented. I 
say this not only because of the psycho- 
logical background in which the Council 
was formed and is operating, but also be- 
cause the Council will bog down and fail if 
any large number of cases are appealed to 
it. Since complete, or nearly complete, re- 
jections will certainly be carried to the 
Council, this being the procedure designed 
by the Bureau, with nothing to be lost by 
the taxpayer, I believe that the Council must 
necessarily encourage a less strict approach, 
which will result in field 
allowances. 


more agreed 


(5) Complete separation of Section 722 
and standard issues is contemplated. In the 
future, therefore, there should be less pres- 
sure on taxpayers to trade off one issue 
against the other. Nevertheless, contem- 
plated procedures secure to the taxpayer 
the privilege of withdrawing its agreement 
to a standard issue if the Excess Profits Tax 
Council overturns an agreed 722 issue. It is 
also quite liberal to permit the taxpayer to 
defer payment of any deficiency which would 
otherwise be attributed to the standard 
issues, until the 722 claim is decided. Thus, 
the following advice can be given: If the 
taxpayer agrees to the determination of 
both the standard and 722 issues, and the 
standard issues result in a deficiency, it 
would be wise to combine these issues and 
sign one agreement covering both. No de- 
ficiency would be collected then until the 
Section 722 issues were finally determined 
by the Council, and the two would be offset. 
On the other hand, if the standard issues re- 
sult in a refund, then the taxpayer should 
segregate the two issues and sign two agree- 
ments so as to obtain its refund without 
waiting for the 722 decision by the Council. 
If the taxpayer does not agree to the 722 
field decision or if the claim is still in 
process, and if the standard issue results in 
a deficiency, the taxpayer can either agree 
to the standard issue and consent to im- 
mediate assessment of the tax, or agree but 
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not consent to immediate assessment. If it 
does not consent to immediate assessment 
of the tax, the assertion of the deficiency 
will be held in abeyance until the Council 
decides the 722 issue. If the taxpayer is 
displeased with this decision, it can with- 
draw its agreement to the standard issue 
and go to conference or the Technical Staff. 


Determination of Policy 


(6) Considerably more time must elapse 
before any effective Bureau work canbe 
done on Section 722 cases. The Council 
must study the Bulletin and decide whether 
to accept or to revise it. This is no mean 
job, particularly since fifteen men of diverse 
background, temperaments, and opinions, 
must reach substantial agreement. I be- 
lieve it would be a major catastrophe for 
the Council to decide any cases until it 
settles the principles it will apply. To my 
mind, uniformity of decision is equally as 
important as whether a strict or liberal ap- 
proach is taken. The Field Committees 
undoubtedly will want to learn of the Coun- 
cil’s positions before they approve cases. 

(7) While the technical supervision of 
agents working on 722 cases is invested in 
the Council, the administrative supervision 
remains with the Internal Revenue Agent 
in Charge. This may be necessary for in- 
ternal operating reasons. I believe, how- 
ever, that it is an unfortunate arrangement. 
Administrative supervision over agents work- 
ing on 722 cases, with the concomitant 
power of recognition to be given for work 
done, should be invested in those having 
technical appreciation and close knowledge 
of the job performed. Unless capable agents 
exclusively are assigned to 722 cases and do 
have this type of supervision, I am afraid 
that the quality of the examinations of 722 
cases in the future will suffer as in the past. 


Changeover to New Procedures 


(8) The changeover from the current pro- 
cedures to the new procedures involves an 
enormous amount of work—much more 
than is commonly realized. I understand 
that in the shuffling of the files to the proper 
groups and in the preparation of the neces- 
sary reports, some 40,000 typing operations 
will be involved. The Bureau has less than 
a thousand typists, not all of whom are lo- 
cated where the work is found, to do this 
job. The field offices are now engaged in 
separating the 722 issues from the standard 
issues and sending each to the proper division. 

(9) Under the new procedures, copies of 
the agent’s reports will be made available 
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to the taxpayers. This is extremely im- 
portant since it will apprise taxpayers of the 
exact basis for the agent’s finding. It will 
thus enable them better to answer any ad- 
verse decisions adopted, and will serve as a 
guide to the position to be taken by the 
Bureau if a rejected case is litigated. The 
editorial work alone in deleting from exist- 
ing reports information which cannot be 
disclosed, organizing the material and mak- 
ing it presentable for publication, is quite 
heavy. Undoubtedly the early reports, par- 
ticularly in cases in which the agent has 
already completed his examination, will repre- 


sent scissors and paste jobs of reports 


) already written solely for Bureau purposes. 


Thus, they may not be in the most precise 
form nor represent the purest prose style. 


| 1 know that the Bureau would appreciate 
taxpayers’ patience and indulgence when 


they are reading them. 


Another aspect of the New Deal in Sec- 
tion 722 is the Administrative Practice Act, 
enacted on June 11 of this year, which be- 
The Federal 


to comply with the act. It requires that 
each government agency publish (1) descrip- 


i tions of its central and field organizations, 
' (2) statements of the general course and 
method by which its functions are chan- 


neled, and (3) “substantive rules adopted 
as authorized by law and statements of gen- 


) eral policy or interpretations formulated and 
} adopted by the agency for the guidance of 


the public.” So far as affects Section 722, 


) the organization and procedures of the Ex- 


cess Profits Tax Council and of the Field 
Committees are well known. Likewise, the 
Council has already embarked upon a policy 
of publishing all of its policies, rules and 
memoranda which are of general interest. 


The more important part of the act for 
Section 722 purposes relates to “rules,” 


| which are defined as “statements of general 
or particular applicability and future effect 


lesigned to implement, interpret, or pre- 
> The Treasury Reg- 
ulations are “rules.” Whether the Section 
722 Bulletin contains rules, may be open to 
some argument. Whether general rulings 
and memoranda published by the Excess 
Profits Tax Council, which are binding on 
the entire Bureau, are rules, is a closer 
question. 


The importance of whether these are 
“rules” lies in the following requirements 
of the Administrative Procedure Act: 
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1. Advance notice of proposed “substan- 
tive” rules and their contents must be pub- 
lished in the Federal Register. This need 
not be done in the case of “interpretative” 
rules. Debate will undoubtedly arise as to 
what constitutes a “substantive” rule. Con- 
solidated returns regulations are a classic 
example of substantive rules. Regulations 
under Section 23(b), for example, relating 
to the deduction for interest, would be in- 
terpretative. 

2. After publication of notice, interested 
persons must be afforded an opportunity to 
participate in the rule-making, “at least to 
the extent of submitting written data, views, 
or argument.” This is the minimum require- 
ment. It can be expanded by the Bureau 
to include greater public participation, such 
as through conferences, hearings, the sub- 
mission of reports, or proposed drafts of 
regulations. 

3. Advance publication of a substantive 
rule must be made not less than thirty days 
prior to its effective date. This time may be 
shortened only in the case of rules granting 
exemptions or removing restrictions, and 
for legitimate reasons of urgency found and 
published. 

4. Rules finally adopted shall contain a 
concise general statement of their basis and 
purpose. 

5. Any interested person must be accorded 
the right to petition for the issuance, amend- 
ment or repeal of a rule. In this respect, 
the law does not distinguish between sub- 
stantive and interpretative rules. All peti- 
tions must be fully and promptly considered; 
and the Bureau must either grant the peti- 
tion, draft proposed rules and commence 
public participation proceedings, or deny the 
petition. If the petition is denied, the 
Bureau must notify the petitioner with a 
simple statement of the grounds. These 
principles apply to existing as well as to 
proposed rules. 

Important opportunities are thus pre- 
sented for challenging before the Bureau 
controversial portions of the Regulations 
and possibly of the Section 722 Bulletin. If 
the Bulletin is held to consist of substantive 
rules, advance notice of any proposed revi- 
sions by the Council must be given and 
public participation in these revisions must 
be accepted. 

These two separate occurrences—the Coun- 
cil and the Administrative Practice Act— 
justify the prediction of a New Deal in Sec- 
tion 722. How new the deal will be is, 
depending on how you view it, like every- 
thing else in 722, a matter for crystal-gazing 
or for expert analysis. [The End] 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


Y DAD was a traveling salesman for 
iV all of his active business life. He went 
on the road when he was nineteen, and quit 
when he was sixty-five—and then very reluc- 
tantly. And he was a very fine salesman. 
I didn’t inherit any of his selling ability. If 
I had I would probably have a great deal 
more money. During the last few years of 
his traveling experience he ran afoul of the 
income tax people and as he was a very 
conscientious man, couldn’t understand why 
they wouldn’t take his word for his traveling 
expenses. Finally, the last year before he 
retired from the road I heard him sort of 
muttering in his beard one day about the 
infernal revenue people. It was the third 
year he had received a notice to bring his 
records and let them go into them to ex- 
amine his deductions, I said to him, “Dad, 


what is the trouble?” and he told me. 


“Well,” I said, “don’t you have any work- 
ing papers?” 


“Oh, no! I didn’t keep anything.” 
“What do you have?” 


He had a little book, in which he made 
his entries, a sort of diary, and I looked it 
over. I said, “I think we can do something 
with this, but let me go down to the Custom 
House with you when you go and maybe 
I can help you.” 


“Oh, no!” he said. “I couldn’t think of 
that. If I came along and brought a lawyer 
or a certified public accountant, why, that 
revenue man would probably think I was 
guilty.” That’s giving you an idea of what 
a conscientious person the old man was. 


I replied, “I am not going along with 
you as a lawyer. You just take me along 
and introduce me as your boy.” 


My dad was quite hard of hearing. He 
wore a hearing aid, but it wasn’t always 
perfect. “You just take me along and tell 
the agent that I am there to help you hear.” 
From a lifetime experience any member of 
our family knew how to enunciate and talk 
directly to him, and he could understand us; 
in fact, he did some very fine lip-reading with 
people with whom he was well acquainted. 


“On that condition I will do it,” he replied. 


“Let me have your book and I will see 
what I can do with that. We have to do 
something,” I said. 


Well, that book was a very short record, 
but it did contain essential information in 
that it showed where he was for every day 
in the year when he was not at home. That 
was vital. Once we knew that, it was pos- 
sible to know at what hotel he stopped. 
He was an old-timer. He would stay always 
at the hotels he was accustomed to going 
to, until they pulled the buildings down, 
and he usually got the same rooms. That 
may sound strange in these war and post- 
war days. The clerks knew him. He paid 
the same price, hired the same sample car- 
riers, and his expenses were pretty much 
the same every time he made the trip. So 
I proceeded to set up a work sheet some- 
thing like this: I put down in columns the 
date and the place and the fare from this 
place to that place, how much it cost to 
get there. Dad knew every road he ever 
traveled, and we put down the hotel, bag- 
gage and meals. Now meals in Chicago 
cost much more than they did in Des Moines, 
but he knew without ever putting down a 
figure that this hotel served meals for $1.09, 
that one charged eighty-five cents, another 
place $1.50; so on this basis I footed it up, 
totaled it, took it down to the office and 
had it typed. 


The next day we went down to the Cus- 
tom House, to the Internal Revenue man. 
I sat over at one side, dad sat up at the 
desk, and the revenue man said he wanted 
to find out about Dad’s expenses. So my 
dad handed him this tabulation. The reve- 
nue man looked at it about four or five 
minutes, scrutinized it carefully, and then 
said, ‘Well, I am glad to meet an honest 
salesman. I think you are all right.” As 
a matter of fact, this added up to a few 
dollars more than he returned in the first 
instance when he made it up in the rough 
work sheet. The revenue man went on to 
tell us about some of the fraud that he 
had to deal with. He said, “You know, | 
don’t have to go into your train fare any 
more. I know that your fare from New 
York to Chicago is so much and from 
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Chicago to Denver is so much, or whatever 
the next stop was: In my business I have 
been a specialist on this matter for a long 
time. I know also what hotels charge and 
what these expenses are. I am a specialist 
on that. That Revenue Bureau has had me 
doing this for a long time. I can see at 
a glance that your expenses are correct, 
absolutely accurate and in proportion to com- 
mission earnings which you have received.” 


After the revenue agent had amused us 
for a few minutes telling us some of the 
fraud incidents, he shook hands with us 
and we went on our way. 

I said to Dad, “You have a pretty good 
set-up.” 

“T don’t see why he wouldn’t take my 
word for it in the first place,” he replied. 


Pictures 


In answer to many questions: The 
Shoptalker has nothing at all to do with 
the “illustrations” that sometimes appear in 
the Shop. He is no artist. All he can 
do is draw his breath—and sometimes he 
has asthma. 


Payments to Widow 


In order to clarify the problem, we quote 
Regulations 111, Article 23 (a)-9, in full, 
supplying italics. 

“Amounts paid by a taxpayer for pensions 
to retired employees or to their families or 
others dependent upon them, or on account 
of injuries received by employees, and lump- 
sum amounts paid or accrued as compensa- 
tion for injuries, are proper deductions as 
ordinary and necessary expenses. Such de- 
ductions are limited to the amount not com- 
pensated for by insurance or otherwise. When 
the amount of the salary of an officer or 
employee is paid for a limited period after 
his death to his widow or heirs, in recog- 
nition of the services rendered by the indi- 
vidual, such payments may be deducted.” 


Here are the hypothetical facts. Mr. No- 
name was killed in an accident. The G. P. S. 
Corporation, of which he was largest (but 
not majority) stockholder and president, had 
insured his life for $12,000, which was 
promptly collected. Eight days after the 
death, the directors met and voted “to pay 
Mrs. Noname the salary of the late Mr. 
Noname, $500 per month, for a period of 
six months, in recognition of the value of 
his services.” This resolution was duly 
carried out, and payments charged to the 
account, “Officers’ Salaries.” 


Talking Shop 


Question: Is this correct? 


A correspondent C. P. A. thinks it is, 
coming squarely within the last sentence of 
the quoted regulation. The Shoptalker thinks 
that in all fairness the deduction should be 
allowed, but—points to the sentence in italics. 
With the need ‘for revenue what it is, the 
government is most unlikely to concede the 
deduction. Please tell us what you think. 


A further complication might arise if the 
policy had originally been taken out by Mr. 
Noname, and then assigned, for value, to 
the corporation. (See Regulations Article 
22 (b) (2)-3.) The corporation, in that 
case, might claim the $3,000 paid Mrs. No- 
name as a reduction of its capital gain of 
the $12,000 proceeds. (Of course, considera- 
tion for the transfer plus subsequent pre- 
miums are deductible.) But the Shoptalker 
believes that, unless the original assignment 
included a stipulation for the six months’ 
payment to the widow, it would not be 
allowed as a deduction. What do you say? 


Baseball 


Being a former baseball bug (back in the 
days when Matty was “it”), and still an 
enthusiast, an article by James Curran in 
the New York Certified Public Accountant, 
July issue, made us more enthusiastic than any 
technical matter we have met in years. It 
has to do with “Auditing of a Major League 
Club.” Its tax ramifications are continuous, 
and for the benefit of other fans we quote 
extensively. 


“Good accounting practice would write 
off the cost of a player’s contract over 3 
or 5 years. But that method involves ad- 
justing the income statement when the fed- 
eral income tax return is prepared, since the 
Bureau requires that the cost of the contract 
be deducted as a business expense in the 
year in which such cost is paid or accrued. 
And, as a corollary, the entire consideration 
received for the sale of a player’s contract 
is reportable as ordinary income. 


“Each day, the government’s share of the 
admission price collected is deposited in a 
separate bank account called Government 
Admission Tax Account. A concurrent credit 
is made to a liability account, Government 
Admission Tax Payable. The tax is remitted 
in the month following the collection by the 
club, which, at the time of remitting, files 
forms 729 and 729A, the latter an infor- 
mation return. 


“Not all unsold tickets to be destroyed 
are counted. Thorough sample or test counts 
are made, with the Treasury Department’s 
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representatives joining forces with the auditor 
and his assistant in the counting. Supplying 
the Treasury Department’s representative 
with a duplicate of the auditor’s copy of 
the club’s over-all ticket inventory control 
sheets will be found to be of considerable 
practical advantage during the hurly-burly 
of the counting days. Experience confirms 
that when such copy is furnished the revenue 
agents, their necessary clearance certificate 
is more promptly received. Not until the 
last ticket is shredded or burned does the 
auditor dare to breathe a sigh of relief.” 


Basis of Fixed Asset 


In 1940 the M Corporation bought, in an 
arm’s length transaction, all the equipment 
of N. Each item was appraised before pur- 
chase. Included was a cash register, which 
was taken as part of the lot and appraised 
at zero. In 1941 the M Corporation pur- 
chased a new register for $750, and (remem- 
ber this was before Pearl Harbor) the 
manufacturer allowed $50 for the old regis- 
ter. The M Corporation set up the new 
register at its cash cost, $700, and took 
depreciation accordingly. 


This procedure is now chalienged, but 
not by the Shoptalker. The critic says M 
should have set up the new register at $750 
and taken a profit of $50 in 1941. The 
Shoptalker concedes that, if the old register 
had had an appraised value, the excess might 
be taxable gain. But at zero, the M Corpo- 
ration’s basis would seem to be cash cost. 
What is your opinion? 


To complicate the problem further, assume 
that 1941 was a loss year for M, but all 
subsequent years were profitable. The gov- 
ernment gains by M’s bookkeeping, and that 
seems to be the basis for the objection. With 
several of the years outlawed, adjustments 
will be difficult, if not impossible. 


Please note one thing in your replies. 
Don’t dismiss the amount as too trivial. If 
it makes it any easier, consider it a piece 
of heavy machinery, and multiply the figures 
by ten. 


“Without Representation”’ 


The Shoptalker has become a member of 
the faculty of the California College of Com- 
merce, Long Beach. One of his brighter 
pupils raised this question: 


“How can the Congress tax the wages 
of a minor, when the minor cannot vote? 
Taxation without representation is tyranny.” 


The Shoptalker first obtained from the 
student agreement that under pre-existing 
laws providing that a minor’s earnings were 
taxable to the father, the minor was repre- 
sented by the father. But under existing 
statutes the minor is taxed directly, by 
means of withholding, and his income and 
exemption cannot be merged with that of 
the parent. 


Here is the Shoptalker’s reply. Your 
comment is invited. The theory of “no 
taxation without representation” is a fine, 
vigorous thing. Its principle still obtains. 
But it is not incorporated in the Consti- 
tution. Each state fixes its own eligibility 
for voters, and divides itself into congres- 
sional districts. The direct taxation of a 
minor’s earnings may be in contravention 
of state laws which do give control of those 
earnings to the parent, but has not, to the 
Shoptalker’s knowledge, been challenged 
to date. Taxation of aliens’ earnings is an 
accomplished and accepted fact, and they 
do not vote either. ( See also Keogh v. Neely 
[2 ustc J 765].) 


Electric Vehicles 


John O. Paulston, one time Deputy Attor- 
ney General of California, now practicing 
law in Los Angeles, writes: 


“Your attention is called to the decision in 
Old Homestead Bakery, Inc. v. Marsh, 75 Cal. 
App. 247, 242 Pac. 749, upholding the im- 
position of a flat fee on electric vehicles 
upon the ground that such fee was designed 
to bring about as nearly equitable an adjust- 
ment as was practicable as between operators 
of such vehicles and of vehicles which, by 
reason of their using gasoline as a means of 
propulsion, paid the state gasoline tax as a 
part of the tax burden placed on those who 
used the public highways.” 


So now we know, and you know, the 
answer to the question we implied in our 
August issue. 


Taxes in the Roman Empire 
(About 323 A. D.) 


The following is taken from a History of 
the World, published by the World Syndi- 
cate Publishing Company, revised to 1937 
by Clement Wood. Any similarity to per- 
sons now living, or to current events, is 
purely coincidental, and you can draw your 
own conclusions therefrom. 


“This hierarchy of functionaries surround- 
ing the person of the emperor added to the 
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brilliance of the court without increasing the 
strength of the government. Salaries were 
required for this immense staff, who took 
much greater pains to please the prince than 
to labor for the public good. The expenses 
of administration increased while poverty 
was draining the richest provinces. Then 
between the treasury and the taxpayer began 
a war of ruse and violence, which fretted 
the people and extinguished the last remains 
of patriotism. 


“The curiales, charged with collecting the 
tax, guaranteed its payment with their own 
property. They sought escape by taking 
refuge in the privileged bodies of the clergy 
or army, but were thrust back by force into 
the curia, where at their death their sons 
were to take their place. There exemption 
from torture and from certain ignominious 
penalties was only slight compensation. Thus 
the number of curiales was diminishing. 


“The imposts for which they were respon- 
sible were very heavy. In the first place 
there was the indication or land tax, which 
was assessed according to the fortune of 
each person as indicated in the register drawn 
up every 15 years or cycle of indication; 
then the twentieth of inheritances; the hun- 
dredth of the proceeds of auction sales; the 
poll tax, paid by non-landholders and for 
slaves; the custom dues; and lastly the 
chrysargyron, levied every four years on 
petty commerce and industry. The aurum 
coronarium, formerly voluntary when the 
cities sent crowns of gold to emperors, had 
become an obligatory tax. 


“These charges pressed all the heavier on 
small or moderate fortunes, since they fell 
upon the rich lightly or not at all. The 
noblissimi, the patricii, the ilustres, the staff 
of the palace, all the courtiers and the clergy, 


were exempt from the heaviest of the im- 
posts, which fell wholly upon the curiales. 
The class comprising those who owned less 
than 15 acres, the merchants and artisans, 
were no less unfortunate. The slaves alone 
gained in the midst of all these miseries.” 


It’s Never Too Late 


Here is a case of the kind that delights 
the Shoptalker’s heart; the kind of cite that 
caused him to open the Shop. Just how it 
missed us in 1940 is not clear. But what is 
clear is that we “just gotta” run it now. 


“The recovery of illegally paid taxes is 
solely a matter of governmental grace. The 
element of compulsion takes it out of the 
ancient rule of payments in favor of the 
sovereign, [which,] whether of law or fact, 
have the same quality that inheres in other 
dealings with the supremacy. As the state 
taketh away, so it giveth back, and all we 
can do is bless the name of the state and 
hope for the best. The quality of mercy 
is strengthened with the quality of democ- 
racy.” By Judge Clark in case of New 
Consumers Bread Company, 115 F. (2d) 162 
[40-2 ustc { 9693]. 


We're Waiting 


On the sixth of July, 1846, Commodore 
John D. Sloat, of the United States Navy, 
landed in Monterey and took California for 
the United States. He went beyond the 
bounds of any naval officer’s authority when, 
in his proclamation to the inhabitants, he 
promised, among other things, lower taxes. 
They are still waiting for that. As we go 
to press, the Supervisors Association in Sac- 
ramento proposed an increase of one per 
cent in the sales tax rate. [The End] 


——_ oor 


LOUISIANA LEGISLATION 


The 1946 session of the Louisiana Legislature passed several laws effecting 


major changes in the state’s franchise and income tax structure. 


Act 201, which 


concerns the franchise tax, entirely rewrote the old law. Among the amendments 
thus promulgated are a decrease in the tax rate, the elimination of distinctions 
between domestic and foreign corporations and a redefinition of borrowed capital. 
The most important of the income tax amendatory laws is Act 203. This Act 
revised the deduction provisions of the basic Act to a considerable extent and 
granted an additional credit against the tax to residents and domestic corporations. 
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Tax Items of Special Interest 


By BERT V. TORNBORGH 








Judgments Based on Torts Committed 
Against the Government and violative of the 
criminal statutes may not furnish the basis 
of deduction in computing income tax. (Stand- 
ard Oil Company v. Commissioner, CCA-7, 
June 12, 1942, 129 F. (2d) 363 [42-2 ustc 
{ 9528]; certiorari denied 317 U. S. 688.) Asan 
outgrowth of the “Teapot Dome” leases, a 
subsidiary of Standard Oil consented to a 
judgment in a tort action brought by the 
United States to recover damages for oil 
illegally obtained through bribery. Deduc- 
tion of the amount of judgment in comput- 
ing income taxes either as a “bad debt,” as 
an “ordinary and necessary business expense,” 
or as a “loss” sustained during the taxable 
year, is barred by public policy. This was 
consistently held in similar cases: for in- 
stance, Maddas v. Commissioner, 114 F. (2d) 
548 [40-2 ustc § 9596] (bribe to prohibition 
agent), and Rugel v. Commissioner, 127 F. 
(2d) 393 [42-1 ustc J 9429] (amounts paid to 
influence state officials to award a printing con- 
tract). A Treasury Ruling (I. T. 3724, 1945 
CCH § 6174) declares the amount paid in 
excess of OPA ceiling prices in a black- 
market transaction is not allowable either 
as part of the cost of goods sold or as a busi- 
ness expense deduction. 

The Supreme Court of the United States 
stated the governing principle as follows: 
the deduction can be denied only if the al- 
lowance would frustrate a sharply defined 
policy of the legislature. (Commissioner v. 
Heininger, 320 U. S. 467 [44-1 ustc J 9109].) 
In the Hetninger case, the deductibility of 
legal expenses incurred to enjoin enforce- 
ment of a mail fraud order was contested 
by the Commissioner. The Supreme Court 
allowed the deduction. This case is easily 
distinguishable from the Standard Oil case. 
To defend a suit cannot be against public 
policy and cannot tend to frustrate any pol- 
icy of the legislature, however objectionable 
the transaction which is sought to be de- 
fended may be. 

* ok * 


What is a Casualty in the meaning of Code 
Section 23 (e) (3)? It is “something that 
comes on suddenly, something that is cata- 
clysmic and catastrophic, something that by 
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the very nature when it strikes something 
the end is in sight, and something that is 
sudden, not only in the result or in discoy- 
ery, but suddenness of appearance,” said the 
United States District Court for the Southern 
District of California, Central Division, in 
Rogers v. United States, September 20, 1939 
[39-2 ustc | 9792], affirmed 122 F. (2d) 485 
[41-2 ustc J 9627]. In that case the court had 
to decide whether destruction of a building by 
termites entitled the owner to a deduction 
of his loss from gross income. The court 
said no and came to the conclusion that the 
cost of the destroyed building was to be 
added to the cost of land, to arrive at the 
basis for gain and loss. Destruction by ter- 
mites develops over a long period of time, 
not with the suddenness that characterizes a 
casualty. So also Fay v. Helvering [41-2 ustc 
7 9494], while in Hale v. Welch, DC Mass. 
38 F. Supp. 754 [41-1 uste J 9459] the court 
did not recognize as a matter of law whether 
damage by termites constitutes a casualty. 


As far removed as termite destruction may 
appear from the abandonment of the gold 
standard in Great Britain in September 1931, 
both events have one tax characteristic in 
common. The latter is also no “other cas- 
ualty” and consequently a loss arising from 
that event is not deductible. This was de- 
cided in the case of Lyman v. Commissioner, 
CCA-1, May 23, 1936, 83 F. (2d) 811 [36-2 
ustc { 9307], though that event came sud- 
denly in result, discovery and appearance. 
The court based its decision on the legis- 
lative intent, which never was directed to- 
ward inclusion of an event of the kind 
described. It seems to us that the ejusdem 
generis rule determines the limitation to the 
interpretation of “other casualty.” The enu- 
meration of fires, storms and shipwrecks as 
examples of casualties excludes an event 
entirely dissimilar to those examples. 

* Ok 


A Bona Fide Sale to Establish Capital 
Loss was recognized by the Tax Court ina 
case where the taxpayers sold shares of 
stock of a bankrupt corporation for less 
than the amount of stock transfer stamps 
they paid for the sale. (Anderson v. Com- 
missioner, June 5, 1946, memorandum opinion 
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iICCH Dec. 15,221 (M)].) Taxpayers, as 
conunon stockholders of a railroad com- 
yany, were excluded by a court-approved 
ylan of reorganization in 1940 from having 
any financial interest in the railroad com- 
Upon appeal the United States Dis- 
trict Court confirmed the reorganization 
plan in 1941, The Commissioner disallowed 
the deduction of the long-term capital loss 
which the taxpayers claimed in their 1941 
return, contending that the stock became 
worthless in 1940 ‘when the first court de- 
cree was issued. The taxpayers held the 
confirming court decree of 1941 as con- 
trolling and, in addition, pointed to the sale 
of the shares in 1941 with approval -of the 
Tax Court. 


pany. 


While the decision might well be based 
on the first ground, namely, worthlessness 
of the shares at the time of the second court 


decree in 1941, it seems doubtful whether 


} the other ground holds good. That a tax- 
| payer would sell stock holdings for two and 


a half cents a share, where he has to spend 
five cents a share for transfer tax, seems 
highly unlikely unless some “tax” reason 
might prompt him to do so. In the instant 
case the reason was to establish a deduction 
which otherwise might have been difficult 
to substantiate for a particular year. But 
it seems to be quite definite that no ‘‘sale” 
ina subsequent year can postpone the time 
of worthlessness firmly fixed as having oc- 
curred in a prior year. 
* * x 

Identification of Previously Taxed Prop- 
erty was considered established where a 
decedent with a cash legacy of $50,000 re- 
paid a loan which he had used to buy 500 
hares of J. P. Morgan, Inc. The value of 
the shares was deducted in the decedent's 
estate tax return as taxed within the pre- 
ceding five years. The Tax Court held that 
the shares were sufficiently identified as hav- 
ing come out of property of the prior dece- 
ent and, therefore, a proper deduction from 
ss estate. (Estate of Devereux Milburn 
v.. Commisstoner, May 23, 1946, 6 TC —, No. 
140 [CCH Dec. 15,163].) The decision is in 
line with Estate of James Miller, 3 TC 1180 
[CCH Dec. 14,062], and Wiggins v. Hassett, 
DC Mass., June 29, 1944 [44-2 ustc J 10127 ]. 
In the District Court case the deceased had 
purchased shares of stock and paid by checks 
drawn against a bank account where both a 
cash legacy and his personal funds were 
co-mingled. Identity was held established. 

— 

Among the Many Family Partnership 
Cases currently decided, Epps v. Commis- 
stoner, Tax Court memorandum opinion, 
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May 31, 1946 [CCH Dec. 15,220 (M)], is 
of particular interest. The Tax Court held 
the taxpayer taxable, though he was not 
even a partner to the partnership agreement. 
The taxpayer was the principal stockholder 
of a steel corporation. His son organized 
a partnership engaged in selling steel on a 
brokerage basis, taking a forty percent in- 
terest, while the wife and daughter of the 
taxpayer together took the balance of 60 
percent. The taxpayer was not a partner, 
but he was employed on a part-time basis 
and received a salary in excess of $7,000 a 
year. He rendered considerable services to 
the partnership and had made it a loan, 
which had been repaid. After a year he dis- 
continued the operation of the corporation. 
The Tax Court held that the wife and 
daughter were not bona fide partners and 
taxed the taxpayer as the real partner of 
his son on the total of sixty percent of the 
partnership income claimed by his wife and 
daughter. 


The decision shows once more that no 
scheme, however cleverly devised, will be 
helpful in having the legal form recognized 
instead of the substance behind it. 


*x* * * 


An Unexecuted Will carried out by agree- 
ment of the heirs was recognized as having 
some effect as an executed instrument. An 
executed will directed annual payments of 
$50,000 to the testator’s widow from a fund 
created for that purpose, but did not make 
the payments a charge upon the testator’s 
entire estate. A subsequent will was drafted, 
but the testator died the very day it should 
have been executed. The heirs agreed to 
carry out the provisions of this unexecuted 
will, directing annual payments of $75,000 to 
the widow, with any discrepancy to be made 
up out of the corpus. The Court of Claims 
decided that no income tax was due by the 
widow. These payments are considered to 
be made in discharge of a gift or legacy and 
not as being received contractually from the 
heirs. (Benfield v. United States, April 3, 1939, 
27 F. Supp. 56 [39-1 ustc § 9439 ].) 

This would be so even if all the payments 
actually could and would be made out of 
income. (Burnet v. Whitehouse, 283 U.S. 148 
[2 ustc J 712] ; Bishop Trust Company v. Com- 
misstoner, CCA-9, November 11, 1937, 92 F. 
(2d) 877 [37-2 ustc J 9551]; Frank N. Mason 
Trust v. Commissioner, CCA-6, June 1, 1943, 
136 F. (2d) 335 [43-1 ustc J 9461]; Coleman 


v. Commissioner, CCA-3, September 21, 1945, 
151 F. (2d) 235 [45-2 ustc ¥ 9402]. 

[The End] 
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in the Field of Taxation 


States’ Rights v. Federalism 


The Fiscal Impact of Federalism in the 
United States. James A. Maxwell. Harvard 
University Press, 1946. 427 pages. $5.00. 


Mr. Maxwell’s approach to the problem 
of federalism in its financial aspects is at 
once scholarly and practical. The recipient 
of a Guggenheim Fellowship in 1940, he 
wrote this study while on leave of absence 
from Clark University, and completed it 
while serving with the State Department. 


A historical survey of the development 
of the nation’s economy demonstrates that 
the basic conflict between the theory of 
states’ rights and the theory of strong 
central government—a conflict as yet un- 
resolved—was nowhere more manifest than 
in the field of finance. It is the author’s 
contention that, while the United States 
“has fiscal problems for which outright cen- 
tralization is no cure,” and states’ rights 
“properly defined, have a genuine meaning,” 
the states’ rights doctrine should not be 
misconstrued “to mean opposition to every 
governmental change. What is needed 
is the means for developing successful co- 
operation and integration between the fed- 
eral government and the states.” 


An important section of the book is de- 
voted to the taxation of income. From 1911 
until 1941, thirty-five states enacted taxes 
on personal income, with an increase in 
yield from 74.6 million dollars in 1929 to 
230.8 million dollars in 1941. The diversity 
in yield and the dissimilarity of bases and 
rate and exemption structures, however, 
and the fact that thirteen states impose no 
income tax, have created a discriminatory 
tax burden. 

Various bodies of experts from time to 
time have recommended measures for stand- 
ardization. The National Tax Association, 
in its revised “model plan” (1933), urged 
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that the states assess their residents accord- 
ing to their entire net incomes. But in 1935, 
a committee of the Tax Policy League 
registered disapproval of definition of in- 
come according to domicile, on the ground 
that it favored wealthy states over poor 
states in which there was a great deal of 
absentee ownership. The Interstate Com- 
mission on Conflicting Taxation carefully 
investigated a federal crediting device, which 
Mr. Maxwell dismisses as politically un- 
sound and administratively difficult. He 
represents the position of the Groves 
Committee on Intergovernmental Fiscal 
Relations, which reported to the Secretary 
of the Treasury in 1943, as “conservative.” 
The Committee asserted that the deductibility 
of state taxes in the federal law goes far 
to coordinate state and federal taxes. The 
author is also skeptical of the Groves Com- 
mittee’s hope for administrative cooperation 
by exchange of information, joint returns 
and joint credits. His own proposal is 
federalization—“as part of a major revision 
of federal-state fiscal relations.” Compen- 
sation to the states might be made through 
“federal relinquishment of other sources of 
revenue, an extension of federal grants, or 
an enlargement of federal functions.” 

The period following World War II, 
Mr. Maxwell is convinced, will see an 
“impassioned debate” on tax issues arising 
from federalism. Defenders of states’ rights 
will call for the withdrawal by the federal 
government from those portions of the tax 
field which it seized for the emergency. 
Others, like the author, will argue for 
complete federal assumption of income 
taxation: “Income in a nation so economic- 
ally integrated as the United States is pre- 
eminently a national concept. It cannot 
without great confusion, be carved up and 
assigned geographically to political units 
smaller than the whole nation. As 


(Continued on page 1024) 
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Forty-year-old Joseph J. O’Connell, Jr. 
was appointed General Counsel of the 
Treasury Department on May 10, 1944, by 
the late President Roosevelt. He has served 
in that capacity under Secretaries Morgen- 
thau, Vinson and Snyder. In addition Mr. 
O’Connell has been Acting Secretary of 
the Treasury in charge of the activities of 
the Bureau of Internal Revenue, has repre- 
sented the Treasury on the Hill in behalf 
of Treasury legislation and has supervised 
the work of the Tax Legislative Counsel. 


Mr. O’Connell, an attorney, entered gov- 
ernment service in 1933. He handled legal 
problems for the Public Works Administra- 
tion until 1938 when he joined the staff of 
the Treasury Department as Special Assist- 
ant to the General Counsel. 


The Supreme Court 
The 


nially 
knows his rights, who will fight you all 
through the courts all the way up to the 


Great American 
characterized 


3abbitt is peren- 
as a taxpayer who 


Supreme Court. He, of course, is exercis- 
ing one of his great American prerogatives— 
regardless of cost. Not a few conferences 
between taxpayer and revenue men have 
broken up with such shouted threats, but 
the revenue men probably have not been 
disturbed much. The odds of getting a tax 
case to the Supreme Court are not on the 
taxpayer’s side. 


During the October, 1945 term over 100 
cases involving federal taxation were on 
the Supreme Court’s docket. About eighty 
per cent of them were never granted certi- 
orari by the Court. Of the remaining issues 
the taxpayer won approximately one out of 
lour decisions. In over ninety per cent of 


Washington Tax Talk 


the cases in which certiorari was denied 
the taxpayer was the petitioner and conse- 
quently the loser. 


If any conclusions can be drawn from the 
foregoing calculations, a taxpayer’s case 
going before the Supreme Court is a twenty 
to one shot, which makes a good investment 
if you’re riding a winner. 


The Supreme Court begins its 1946-1947 
term on Monday, October 7. It will be the 
debut session for Chief Justice Fred M. 
Vinson, who took office two weeks after the 
last adjournment. 


Of the first 450 cases filed with the Court 
for consideration during the coming term, 
thirty-one are concerned with federal tax 
matters. Ten of these are issues that were 
left unsettled during the last session. (See 
Washington Tax Talk, p. 680, Taxes—The 
Tax Magazine, July, 1946.) 


The other twenty-one federal tax cases 
which have been filed with the Supreme 
Court since June 10, 1946, in order of their 
docket numbers are: 


Docket number 157—Wiailliam A. Hedrick 
v. Commissioner of Internal Revenue, filed 
June 10, 1946, pertains to the federal income 
tax and concerns compensation for personal 
services. 

Docket numbers 187-188-189—Realty O per- 
ators, Inc., v. Commissioner of Internal Rev- 
enue; William Henderson v. same; L. M. 
Williams and Sterling Sugars Sales Corpora- 
tion v. same, filed June 14, 1946, concerns 
the refund of federal processing taxes with 
an increase in commodity price as proof 
that the tax burden was shifted. 


Docket number 209—Adams A. Adams v. 
Commissioner of Internal Revenue, filed June 
18, 1946, pertains to the federal income tax 
and concerns the recapitalization of a cor- 
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poration as distribution of taxable dividend 
to stockholder. 


Docket number 239—J. Meltzer and B. 
Meltzer v. Commissioner of Internal Revenue, 
filed June 28, 1946, pertains to federal in- 
come tax and concerns the deduction of a 
bad debt and the time when the debt 
became worthless. 


Docket number 245—Roy G. Fitzgerald v. 
Commissioner of Internal Revenue, filed June 
29, 1946, pertains to the federal income tax 
and concerns the deduction of a debt ascer- 
tained to be worthless within the taxable 
year. 

Docket number 267—Bank of California 
National Association, et al., v. Commissioner 
of Internal Revenue, filed July 3, 1946, per- 
tains to the federal estate tax and concerns 
a trust created in contemplation of death. 


Docket number 268—O. William Lowry v. 
Commissioner of Internal Revenue, filed July 
3, 1946, pertains to the federal income tax 
and concerns a husband-wife partnership. 
Petitioner contends that the Circuit Court 
of Appeals erred in assuming that a gift 
of corporate stock was legally the same as a 
gift of an equivalent portion of corporate 
assets and in attempting to test the validity 
of the gift of stock by looking at the con- 
trol over the corporate assets instead of 
the control over the stock which was the 
subject of the gift. 

Docket numbers 279-280—A. Kirschenbaum 
v. Commissioner of Internal Revenue; Harry 
Banner v. same, filed July 5, 1946, pertains 
to the federal income tax and concerns a 
shareholder’s transfer of stock to issuing 
corporation as redemption equivalent to 
distribution of taxable dividend. 


Docket number 287—J. R. Basley v. Com- 
missioner of Internal Revenue, filed July 11, 
1946, pertains to the federal income tax and 
concerns recapitalization of a corporation 
as distribution of taxable dividend to stock- 
holder. 


Docket number 298—James A. Byerly v. 
Commissioner of Internal Revenue, filed July 
15, 1946, pertains to the federal income tax 
and concerns income from long-term, irre- 
vocable family trust taxed to grantor. This 
case related to docket number 428. 

Docket number 317—Estate of J. F. 
deCastro v. Commissioner of Internal Rev- 
enue, filed July 19, 1946, pertains to the 
federal estate tax and concerns a deduction 
for bequests to charity. 

Docket number 324—Estate of Frank A. 
Vanderlip v. Commissioner of Internal Rev- 
enue, filed July 23, 1946, pertains to the 
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federal estate tax and concerns a transfer 
in contemplation of death. 


Docket number 330—Crossett Wester) 
Company v. Commissioner of Internal Rep. 
enue, filed July 25, 1946, pertains to the 
federal excess profits tax and concerns a 
computation of invested capital and a de. 
duction of predecessor’s earnings and 
profits. 





Docket number 373—Petit Anse Company 
v. Commissioner of Internal Revenue, filed 
August 8, 1946, pertains to the federal ex. 
cess profits tax and concerns a disallow- 
ance of interest paid on debentures. 


Docket number 387—Ensley Bank and 
Trust Company v. United States, filed August 
12, 1946, pertains to the federal income tax 
and concerns the ascertainment of worth- 
lessness of a debt and the affirmance of 
judgment on issue which was excluded by 
pleadings. 


Docket number 401—Brooklyn National 
Corporation (In Liquidation) v. Commissioner 
of Internal Revenue, filed August 14, 1946, 
pertains to the federal personal holding 
company surtax and concerns a corporation 
in liquidation. 


Docket number 428—Commissioner of In- 
ternal Revenue v. J. M. Beck, Mae Ward 
Byerly, et al., filed August 22, 1946, pertains 
to the federal income tax and concerns in- 
come taxable to a trust. This case related 
to docket number 298. 


Docket number 430—United States » 
Ogilvie Hardware Company, Inc., filed Av- 
gust 22, 1946, holds that a common stock 
dividend paid by taxpayer in 1924 was 
properly a part of its capital stock in deter- 
mining that it was a deficit corporation 
within the meaning of Section 26 (c) (3) 
of the 1936 Revenue Act, and since it was 
thus precluded by Louisiana state law from 
paying dividends out of current profits in 
1937 and 1938, taxpayer was entitled to 


a credit against surtax under Section 26 oi 
the 1936 Act. 


Administrative Procedure Act 


During the early days of the New Deal, 
and its creation of so many new depart- 
ments, N. I. R. A., etc., much confusion 
came from the inaccessibility of the many 
rulings and regulations by which business 
was to conduct itself. This confusion mani- 
fested itself in the Supreme Court, where 
a case had been brought upon an Executive 
Order which had been amended, and the 
amendment removed a cause of action: 
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i the Federal Register. 


“The controversy was initiated and 
proceeded in the courts below upon a false 
assumption (that the order still contained 
the paragraph complained of) with the re- 
sult that the persons affected, the prosecut- 
ing authorities, and the courts, were alike 
ignorant of the alteration (in the Executive 
Order), and the attack in this respect 
was upon a provision which did not exist.” 

The Panama Refining Company case ex- 
posed the fact that business could not get 
from the government the regulations and 
rulings which it was supposed to have 
knowledge of. (Private publishers such as 
Commerce Clearing House, Inc., have long 
supplied business attorneys and government 
oficials with such data in a coordinated 
way.) The remedy was the inauguration of 
In this official publi- 
cation all government agencies, which do 
not otherwise make their rulings public, 


' must publish their regulations and rulings. 


The McCarran-Walter bill, which was en- 
acted into law in the closing days of the 
last Congress, requires now that the public 
must have access to the procedures of the 
governmental departments. This law is 
designed to require federal departments to 
have established procedures in dealing with 
the public, to disclose such procedures, and 
to require of themselves the same adherence 
to such rules as is required of the public. 
The Federal Register of September 11, 1946, 
this information regarding the 
Treasury Department. 


carries 


The Treasury Department: The Secre- 
tary of the Treasury, appointed by the 
President upon the advice and consent of 
the Senate, heads the Department of the 
Treasury. According to the act establish- 
ing the Department in 1789, the Secretary’s 
duties included “all such service relative to 
the finances, as he shall be directed to per- 
form.” Now, his more important and 
familiar duties are reflected in the numerous 
bureaus, divisions and offices within the 
Department. 

The Secretary is required by statute to 
publish an annual report to Congress, and 
to make public on the first day of each 
month the last preceding weekly statement 
of the Treasurer of the United States. 

The Secretary’s immediate staff, in addi- 
tion to the Under Secretary, the Fiscal 
Assistant Secretary, two Assistant Secre- 
taries and the General Counsel, includes a 
varying number of Assistants and Special 
Assistants, and an Administrative Assistant. 


_ The Office of the General Counsel, who 
Is appointed in the same manner as the 
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Secretary, performs all duties and functions 
incident to the administration of the Treas- 
ury’s legal activities. Six Assistants Gen- 
eral Counsel share the supervision of the 
work of all the legal staffs of the various 
bureaus and offices. Except for the Assist- 
ant General Counsel for the Bureau of In- 
ternal Revenue, who is appointed in the 
same manner as the Secretary and the Gen- 
eral Counsel, the remaining five Assistants 
are appointed by the Secretary. 


Although the chief function of the Gen- 
eral Counsel is to give legal advice and aid 
to the Department, he is vested by statute 
with numerous duties and powers, some 
seldom used. His recommendation is neces- 
sary to enable the Secretary to compromise 
claims in favor of the United States, and 
he must approve sureties on certain official 
bonds. He exercises general supervision 
over measures for the prevention and detec- 
tion of frauds upon the revenue; performs 
specified duties relating to the collection 


of revenues and debts due the United 
States; may appoint agents to purchase 
lands sold on execution by the United 


States; and may control, rent, or sell lands 
acquired in payment of certain debts. 


The Division of Tax Research prepares 
economic, statistical and technical analyses 
for the assistance of Treasury officials in 
formulating tax policy, and of congressional 
committees in considering tax legislation. 
It also aids such committees through con- 
ference, and, upon request, provides tax 
information to the President, members of 
Congress, various government officials and 
the public. 


The Tax Legislative Counsel, appointed 
by the Secretary, assists in the formulation 
of the Secretary’s tax recommendations to 
Congress and takes part in representing the 
Treasury before congressional committees 
considering tax legislation. The Office of Tax 
Legislative Counsel reviews proposed inter- 
nal revenue regulations prepared by the 
Bureau, represents the Department in the 
negotiation of treaties to prevent interna- 
tional double taxation, and prepares or reviews 
for the Treasury technical correspondence 
on tax legislation. 


Chief Coordinator: The enforcement 
services of the Department have, since 1934, 
been supervised by a Chief Coordinator. 
These services include the Secret Service 
and the Intelligence Unit of the Bureau, 
and the investigative organizations of the 
3ureau of Customs, the Coast Guard, the 
Bureau of Narcotics, and the Alcohol Tax 
Unit of the Bureau of Internal Revenue. 
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Public Information: Generally, all final 
opinions or orders in the adjudication of 
cases and all rules (other than those relat- 
ing solely to the internal management of 
the Department) issued by the Office of the 
Secretary, are made available to public in- 
spection at the Treasury Department in 
Washington. 

The Bureau of Internal Revenue is de- 
centralized, the central organization, headed 
by the Commissioner, existing chiefly for 
the supervision of the field organizations. 
The central organization is divided into 
units and offices, and subdivided into divi- 
sions and sections. 


The Commissioner of Internal Revenue, 
appointed by the President upon the advice 
and consent of the Senate and operating 
under the direction of the Secretary of the 
Treasury, has general superintendence of 
the assessment and collection of all taxes 
imposed by any law providing internal reve- 
nue. He also has responsibilities under 
statutes which, though not imposing taxes, 
relate to internal revenue—e.g., the Federal 
Alcohol Administration Act and the Liquor 
Enforcement Act of 1936. The present 
Commissioner is Joseph D. Nunan, Jr. 


On the Commissioner’s immediate staft 
are two Assistant Commissioners and a 
Special Deputy Commissioner, an Assist- 
ant to the Commissioner (see March, 1946 
issue of Taxes—The Tax Magazine), a 
Senior Technical Advisor, a Technical As- 
sistant, a Public Relations Officer, and ap- 
propriate secretarial personnel. Each of 
the five Divisions of the Commissioner’s 
Office—Administrative, Personnel, Statis- 
tical, Training and Public Relations—and 


each of the Units, is headed by a Deputy 
(Commissioner. 


The Accounts and Collections Unit is the 
central administrative agency for the sixty- 
four collection districts. The Unit audits 
collectors’ accounts, makes the administra- 
tive audit of all expenditures for the Bu- 
reau’s field organization, and performs 
certain other functions relating to the in- 
ternal management of the Bureau. 


The Income Tax Unit formulates pro- 
grams for operation of its Washington of- 
fice and for the field offices, and coordinates 
the work of the field offices with other Bu- 
reau. organizations. It is responsible for 
administering the internal revenue laws re- 
lating to income, excess profits or corpora- 
tion taxes, and to excess profits on Navy 
and National Defense Act contracts. 


The Technical Staff acts as an appellate 
agency within the Bureau in the determina- 
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tion of income, profits, estate and gift tay 
liability. The headquarters office in Wash. 
ington supervises and coordinates the work 
of the ten field divisions to ensure uniform. 
ity in procedure and consistency in the 
treatment of taxpayers. This office reviews 
applications for extensions of time for in. 
come tax payment, the recommendations of 
field divisions for offers of compromise, and 
final closing agreements executed under 
Section 3760. 


The Alcohol Tax Unit administers the 
provisions of the Code and any other laws 
regarding internal revenue taxes on alco. 
holic liquor, including special (occupational) 
taxes. 


The Miscellaneous Tax Unit is responsi- 


ble for the administration of all internal }) 


revenue taxes except the income and excess 





profits taxes and taxes relating to alcoholic} 


beverages and to employment. 


The Employment Tax Unit is chiefly con. } 
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The Salary Stabilization Unit administers 


the provisions of the Act of October 2, 1942, 
which relate to the salaries of certain classes 
of employees. 
cises authority in salary stabilization mat. 
ters delegated by the Commissioner of In- 
ternal Revenue. 


The Intelligence Unit investigates cases 
involving alleged evasion of taxes, charges 
of a serious nature against Bureau em- 
ployees, and applications of attorneys and 
agents to practice before the Treasury De. 
partment. 


The Office of the Chief Counsel is a unit 
of the Legal Division of the Treasury De 
partment, and does the legal work con- 
nected with the Bureau. The Revenue Act 
of 1934 created the offices of General Coun- 
sel for the Department of the Treasury and 


Assistant General Counsel for the Bureau f 


of Internal Revenue. The General Counsel 
was made chief law officer of the entire 
Treasury Department, and among the pow- 
ers and duties assigned him were those 
formerly vested in the General Counsel of 
the Bureau. Since 1934, by virtue of orders 
of delegation issued by the General Coun- 
sel, as authorized, the Assistant General 
Counsel for the Bureau has exercised the 
duties, powers and functions formerly exer- 
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INTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER COURTS 


Deductions: Expenses: Payments in ex- 
cess of contract requirements.—Where tax- 
payer in 1920, for a valid consideration, 
acquired certain patents on flexible coup- 
lings and the right to patents on future 
improvements which might thereafter be 
issued to A, the inventor, its new agreement 
in 1939 to pay royalties to A in return for 
the assignment of improvement patents was 
without consideration, a decision of the state 
court to the contrary notwithstanding, and 
such royalty payments were not deductible 
as necessary business expense. CCA-3. 
Thomas Flexible Coupling Company, Peti- 
tioner v. Commissioner of Internal Revenue, 


Respondent. 46-2 ustc { 9347. 


Estate tax: Claims of divorced wife: De- 
ductibility: Agreement v. court decree.—A 
property settlement agreement, made: part 
of a divorce decree, provided that decedent 
pay his wife alimony and, if he should 
predecease her, his executors were to pur- 
chase an annuity for her. In addition, de- 
cedent was to purchase a residence for her 
within three years from the date of the 
agreement. Thereafter, in December, 1940, 
decedent’s divorced wife instituted a suit 
for alienation of affections against his new 
wife. The suit was dismissed upon deced- 
ent’s promise to pay his former wife $25,000, 
payable after his death. To secure payment, 
decedent took out a policy of insurance on 
his life. It is held that payments by de- 
cedent’s executors to purchase the annuity 
and home for the divorced wife were 
founded upon the divorce decree and are 
deductible as claims against the estate, 
under Code Sec. 812(b)(3). However, 
payment by the executors of the amount 
decedent had agreed to pay in settlement 
of the suit for alienation of affections was 
founded upon an agreement and the amount 
so paid is not deductible, in the absence of 
proof that the agreement was contracted 
for an adequate consideration in money or 
money’s worth. CCA-4. Commissioner of 
Internal Revenue, Petitioner v. Estate of 
Angus O. Swink, Virginia Trust Company 
and Frances H. Swink, Executors, Richmond, 
Virginia, Respondents. 46-2 ustc § 10,504. 





Interpretations 


* 


Gross income: Definition: Tax minimiz- 
ing scheme.—In 1919 taxpayer A caused his 
wholly owned corporation, taxpayer B, to 
resell to him at cost assets purchased from 
him the year before, and thereafter to rent 
the assets on a profit basis. Periodic leases 
provided a minimum and maximum figure 
within the range of which B might fix the 
exact rental. In 1931 A conveyed the assets 
and right to rentals to irrevocable trusts 
created by him for the benefit of his chil- 
dren. The power to remove the trustee and 
appoint a successor was retained by A. 
Frequent loans to A and customers of B 
were made by the trusts. The Commis- 
sioner contended that the trusts were com- 
pletely dominated by A and thé income of 
the trusts taxable to A for 1938, 1939 and 
1940. The Commissioner also refused to 
allow B to deduct as a business expense 
the rentals paid to the trusts during the 
same years. Held: (1) the trusts were valid 
and the income thereof not taxable to A; 
(2) the payments to the trusts by B in 
excess of the minimum should be disallowed 
as rent and charged to A as dividends; 
(3) the minimum payments are rent 
deductible by B to the extent not found 
excessive or unreasonable on _ rehearing. 
CCA-5. Commissioner of Internal Revenue 
v. M. Greenspun. M. Greenspun v. Commis- 
sioner of Internal Revenue. Parker-Browne 
Company v. Commissioner of Internal Reve- 
nue. 46-2 ustc § 9329. 


Gift taxes: Consideration: Discharge of 
obligation.—A and B received a legacy of 
stock, but on condition that they permit 
payment of the dividends to their sister for 
life or, in the event that they should sell 
the stock, that they pay her the equivalent 
of the dividends which were over $12,000 
per year. They elected to sell the stock 
and, to meet their obligations, purchased 
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annuities for the sister, providing for an 
income equal to the dividends. The cost of 
the annuities, plus a small sum in cash paid 
pending their issuance, amounted to about 
$182,400. At the time of the transaction, 
the value of the sister’s life interest in the 
stock was only about $68,800. It is held 
that the difference between the value of 
the sister’s life interest in the dividends 
and cost of the annuities, plus the cash, 
did not constitute a taxable gift. There 
was adequate and full consideration for 
the transaction as A and B did no more 
than they were required to under the terms 
of the legacy by which they were bound. 
CCA-7. Lauretta A. Seaman, Harold H. Sea- 
man, and Irving Seaman, Plaintiffs-Appellees 
v. the United States of America, Defendant- 
Appellant. 46-2 ustc § 10,505. 


TAX COURT 


(1) Definition: Stock in trade (Sec. 117 
(a)(1)).—Taxpayers, in 1927, purchased 
land upon which they erected an apartment 
building, financing the venture by execut- 
ing coupon bonds secured by a first mort- 
gage on the property. In 1928, they also 
executed a second mortgage to secure the 
payment of second mortgage notes. There- 
after, the taxpayers acquired their own 
bonds at substantial discounts, in the course 
of their business, and in 1939 sold them to 
a corporation controlled by themselves and 
owned by themselves and relatives. The 
Commissioner contends that the income 
realized in 1939 by cancellation of the bonds 
is taxable as ordinary income, whereas the 
taxpayers contend that it is a capital gain 
only, and taxable as such. The Tax Court 
holds for the Commissioner on this issue, 
relying heavily upon the arguments that 
the principal business of the taxpayers 
consisted of acting as dealers in bonds, and 
that the transaction which resulted in the 
cancellation of these bonds was conceived 
and executed solely as a measure to avoid 
taxation of the proceeds as ordinary income. 
Since bonds were the stock in trade of the 
taxpayers, the Tax Court holds that the 
bonds at issue fall within the scope of the first 
and second exceptions in Sec. 117(a) (1). 


(2) Business expenses: Legal expense in 
defense of tax case: Legal expense in de- 
fense of criminal charge arising from busi- 


ness.—In 1940, the taxpayers, dealers in 
real estate bonds, paid an attorney for legal 
services rendered in successfully defeating 
a proposed assessment against them by 
reason of their alleged realization of tax- 
able income in 1937 and 1938, through the 
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purchase of their own first mortgage bonds 
at a discount. Also in 1940, the taxpayers 
paid an attorney for defending them 
against an indictment for presenting false 
and fraudulent claims in connection with 
the bonds of a corporation then in receiver- 
ship. Almost without discussion, the Tax 
Court holds both expenses deductible on 
the 1940 income tax return, under Sec. 
23(a)(1) and (2). Harry Dunitz v. Commis. 
sioner; Max Dunitz v. Commissioner, CCH 
Dec. 15,361. 


Excess profits tax: Sec. 736 relief: In. 
stallment sales: Accrual basis: Deductions: 
Validity of regulations.—Taxpayer, having 
established its eligibility, elected under 
Code Sec. 736 (a) to compute, for excess 
profits tax purposes, its income from in- 
stallment sales on the accrual basis in lieu 
of the installment basis provided by Code 
Sec. 44 (a). During the taxable year ended 
January 31, 1941, certain installment accounts 
receivable arising out of sales made prior 
to February 1, 1940, became worthless and 
were charged off. In addition taxpayer 
incurred collection expenses during the 
taxable year in connection with collections 
of installments arising out of pre-1940 sales. 
The Tax Court holds that Reg. 109, See. 
30.736(a)-3, insofar as it denies to install- 
ment basis taxpayers electing under Sec. 
736 (a) any deductions (including deduc- 
tions for bad debts) on account of pre-1940 
sales, is invalid. It was further held that 
taxpayer is entitled to a bad debt deduction 
in the amount of its unrecovered cost of 
goods represented in the pre-1940 install- 
ment accounts receivable charged off in the 
taxable year, Mackin Corporation, 7 T. C. 
—, No. 78, 463A CCH 5735, followed; 
and taxpayer is also entitled to deduct the 
collection expenses incurred during the tax- 
able year in connection with installment 
accounts receivable arising out of pre-194) 
sales. The Hecht Company v. Commissioner, 
CCH Dec. 15,348. 


Deductions: Second World War losses: 
Property in enemy controlled area: Appli- 
cation of Sec. 127.—Taxpayer, a resident 
alien, was a citizen of France until May, 
1941, when his French citizenship was abro- 
gated by the Vichy Government. He owned 
real property in France in an area occt- 
pied by the Germans since 1940. Under 
the decrees of the Vichy Government, his 
loss of citizenship gave rise to confiscation 
of his property shortly thereafter. During 
1941, also, and subsequent to such seizure, 
the Germans attempted to seize the prop: 
erty on the ground that taxpayer was 4 
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nonresident, and a legal action to determine 
the legality of such seizure was pending 
when the war ended. Taxpayer’s claim of 
deductible loss on account of such seizure 
was disallowed by the Commissioner on the 
ground that under Code Sec. 127, added by 
the Revenue Act of 1942, taxpayer did not 
own the property when the United States 
entered the war in December, 1941. The 
Tax Court refrained from passing upon the 
precise applicability of that section to the 
present facts, but held that such section 
does not by its terms exclude losses other- 
wise deductible under general principles of 
long standing, and that since the worthless- 
ness of the property due to expatriation is 
conceded to have occurred in 1941, the loss 
is deductible in that year under authority 
of United States v. S. S. White Dental Mfg. 
Co., 274 U. S. 398, 1 ustc 9235. Eugene 
Houdry v. Commissioner, CCH Dec. 15,356. 


Excess profits tax: Sec. 736 relief: Install- 
ment sales: Accrual basis: Deductions: Va- 
lidity of regulations.—Taxpayer, a regular 
dealer in personal property on the install- 
ment plan, became qualified at the close of 
1942 to elect, and did elect, under Code Sec. 
736(a), to compute its income from install- 
ment sales, for excess profits tax purposes, 
on the accrual basis in lieu of the installment 
basis provided by Sec. 44(a). Pursuant 
thereto it filed amended excess profits tax 
returns for 1940 and 1941 with the income 
adjusted to the accrual basis. During those 
years taxpayer charged off as worthless cer- 
tain installment accounts receivable arising 
out of sales made prior to January 1, 1940. 
The Tax Court holds that Reg. 109, Sec. 
30.736(a)-3, to the effect that in adjusting 
the income of excess profits tax taxable 
years to conform to the accrual basis, “no 

deductions (including deductions for 
bad debts) shall be included in the computa- 
tion of excess profits net income on 
account of installment sales made in taxable 
years beginning before January 1, 1940,” is 
invalid. It was further held that taxpayer 
is entitled to bad debt deductions, for excess 
profits tax purposes, in the amount of its 
unrecovered cost of goods represented in 
the pre-1940 installment accounts receivable 
charged off in the taxable years. Mackin Cor- 
poration v. Commissioner, CCH Dec. 15,349. 


Gross income: Alimony payments.—Tax- 
payer, by virtue of a separate maintenance 
agreement embodied in a divorce decree, re- 
ceived alimony for her care and support and 
the care and support of her minor children, 
of $250 per month during 1943. Petitioner 
failed to include these amounts in her return 
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for the calendar year 1943. The Tax Court 
held that the amount received by taxpayer 

is includible in her gross income. If the de- 

cree had determined a fixed amount of 

money or a definite portion payable for the 

support of the minor children, such amount 

would not be included as income of the wife 

but would be taxed to the husband. Dora 

H. Moitoret v. Commissioner, CCH Dec.. 
15,352. 


Gross income: Oil royalties: Pool: Stock- 
holders v. corporation: When corporate 
entity not disregarded: Legal expenses in 
defense of title: Capital expenditure.— Prior 
to the taxable year, certain landowners 
entered into oil and gas leases with various 
oil companies, reserving to themselves a 
one-eighth royalty interest in the oil pro- 
duced. Subsequently, a pooling agreement 
was devised whereby, in 1933, one-half of 
the royalty interest of each landowner was 
transferred to taxpayer in exchange for 
shares of stock in a number based on the 
number of acres pooled. In addition, the 
promoters of the pool received 25 per cent 
of taxpayer’s stock. Under the pooling 
agreement, the royalties paid on the interests 
thus pooled were to be collected by taxpayer 
and distributed monthly to the stockholders 
on the basis of their stockholdings. There- 
after, certain of the landowners instituted 
proceedings to have the pooling agreement 
canceled, alleging fraud and a violation of 
the blue sky laws of Michigan in the sale 
of taxpayer’s stock. The litigation lasted 
eight years, during which time the oil royal- 
ties were impounded by the oil companies. 
In 1941, the Supreme Court of Michigan 
decreed that there was no fraud; that the 
sale of stock did not violate the blue sky 
laws; that taxpayer was the owner of the 
pooled royalty interests and entitled to the 
royalty payments. Pursuant to such decree, 
the oil companies, in 1941, paid over the im- 
pounded royalties and subsequent royalties 
to taxpayer. Taxpayer contended that the 
royalty interests reserved by the fee owner- 
lessors were simply rights to receive income 
if, as, and when realized and that the 
amount so assigned was taxable to them. 
The Tax Court found that taxpayer, by 
transfer and assignment, became the owner 
of one-half of the royalty interests reserved 
under the leases, which interests were eco- 
nomic interests in the oil in place, from 
which the royalty payments received by tax- 
payer constituted the proceeds. Accord- 
ingly it was held that, being the owner of 
the property which produced the income, it 
is taxable on the income arising therefrom. 
Moreover, the activities of taxpayer were 
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held sufficient to constitute the carrying on 
of business within the rule of Moline Prop- 
erties, Inc. v. Commissioner, 319 U. S. 436, 
43-1 ustc J 9464. It was further held that 
the attorneys’ fees and legal expenses paid 
in connection with the litigation in the 
Michigan courts are capital expenditures 
and not deductible from gross income as 
ordinary and necessary business expenses, 
since there was at stake not only the right 
to receive the income, but also, and of pri- 
mary importance, the taxpayer’s title to the 
royalty interests themselves. Porter Royalty 
Pool, Inc. v. Commissioner, CCH Dec. 15,362. 


Capital gains and losses: Meaning of 
terms: Good will.—In 1935 purchaser ac- 
quired by contract with taxpayer the right 
to manufacture and sell alcoholic malt bev- 
erages in the State of Washington and Ter- 
ritory of Alaska under the trade-names 
“Rainier” and “Tacoma” in consideration of 
the payment of annual royalties. The con- 
tract contained an option exercisable after 
five years whereby purchaser might termi- 
nate all future royalty payments upon the 
payment of $1,000,000. In 1940 purchaser 
exercised the option and acquired the “ex- 
clusive and perpetual” right to the use of the 
trade-names. The Commissioner determined 
a deficiency in tax on the theory the trans- 
action was a licensing agreement with the 
proceeds a prepayment of royalties, taxable 
as ordinary income. The Tax Court held 
the transaction to be a sale of a capital asset. 


Rainier Brewing Company v. Commissioner, 
CCH Dec. 15,228. 


Partnerships: Tax of partners: Payments 
to estate of deceased partner.—Taxpayer 
was a member of a partnership engaged in 


the practice of law. The partnership agree- 
ment provided that upon any partner’s death 
his estate would be entitled to a payment, 
within one year, of an amount equal to one- 
fourth of the amounts distributed to the de- 
ceased during the two years preceding his 
death. The firm had no capital assets in 
the strict sense, and the partnership agree- 
ment expressly provided that it should not 
be deemed to possess any good will. All 
the partners had always considered that 
upon their death or retirement their rights 
would be limited to their share of fees ac- 
crued, and they interpreted the partnership 
agreement as providing a convenient rule of 
thumb for ascertaining or approximating the 
amount thereof. The Commissioner deter- 
mined a deficiency by including in the in- 
come of taxpayer, on the ground that it was 
a capital expenditure, his proportionate share 
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of the partnership income which had beep 
paid during 1941 to the estate of a deceased 
partner. The Tax Court found that the 
payments to the estate of the deceased part. 
ner were not for the purchase of a partner. 
ship interest. On the other hand, the 
partnership agreement did not contemplate 
that an estate should be a partner in the 
firm, or that it should have a share in part. 
nership profits. The payment to which the 
estate was entitled was of a sum certain, 
payable at all events, having no aspects of 
a distributive share of partnership income, 
For practical purposes it was equivalent to 
the consideration paid for the acquisition of 
a receivable, the right of the surviving part- 
ners to collect in future years when due, and 
keep as their own, fees in which the decedent 
had an interest. The payment is not de- 
ductible from partnership income in the year 
in which it is made, but pro rata over the 
time required to collect the fees in which 
decedent had an interest. Because the rec- 
ord afforded no evidence as to what amounts 
of the fees collected in 1941 were those in 
which the decedent had an interest, deduction 
of taxpayer’s proportionate share of partner- 
ship income paid to the estate was dis- 
allowed. Raymond S. Wilkins v. Commissioner, 
CCH Dec. 15,310. 


Gross income: Definition: Who is the tax. 
payer.— Worth Steamship Corporation oper- 
ated the vessel “Leslie,” collected the in- 
come, paid expenses (including its own 
monthly fee), held title to the “Leslie” for 
the benefit of taxpayers Sherover, Freeman, 
and Gillmor, and turned over the balance 
to such taxpayers. In the fiscal year begin- 
ning March 14, 1941 and ending February 
28, 1942, $64,379.45 was earned by the Worth 
Steamship Corporation. The corporation was 
owned by Sherover and Freeman and oper- 
ated principally for the benefit of Sherover, 
Freeman and Gillmor, who were joint ven- 
turers. The Commissioner claimed that 
Worth Steamship Corporation was liable for 
the sum of $64,379.45; taxpayers contended 
Worth was not liable. Court held for the 
taxpayers on the basis that ownership of the 
property was actually in Sherover, Freeman 
and Gillmor as joint venturers following the 
rule that ownership of the property is the 
test as to who shall bear the tax upon in- 
come derived therefrom. Worth Steamship 
Corporation was liable only to the extent 
of the fee it received for operating the vessel 
“Leslie.” Worth Steamship Corporation, et al. 
v. Commissioner, CCH Dec. 15,353. 
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ed B MEMORANDUM OPINIONS 
he (1) Gross income: Amount withheld by 
tt: J mployer under Civil Service Retirement 
= Act.—Taxpayer, a Civil Service employee, 
the excluded from his income tax return the 
rn amount withheld by his employer pursuant 
the to the provisions of the Civil Service Retire- 
- ment Act. It is held that the amount so 
the withhheld should have been reported as 
4, F oross income, on the authority of Miller v. 
tes Com., 44-1 ustc $9175, 144 Fed. (2d) 287. 
| rs (2) Taxes: Real property: Not deductible 
1 of | When taxpayer not liable for payment.— 
art. | In 1938, taxpayer’s mother gave a note, 
and | secured by a mortgage, on the premises 
lent |) Which she owned and where she and tax- 
de- | payer lived. In 1941, both taxpayer and his 
‘ear | mother signed an agreement extending the 
the | note and mortgage, and agreeing to pay the 
rich | taxes On the property. Taxpayer paid the 
rece f taxes and deducted their amount from gross 
income for 1941. It is held that this amount 
_ was not so deductible, because taxpayer was 
°® not liable to the taxing authority for its 
tion F payment. Magruder v. Supplee, 316 U. S. 
net- F 394, 42-2 ustc J 9498. 
dis- (3) Personal exemption: Head of a family: 
ner, } Essential elements of pleading and proof.— 
Taxpayer lived with his mother, in her 
home, under an “expense sharing arrange- 
tax- | ment,” the terms of which were neither 
pet- f pleaded nor proved. Taxpayer claimed a 
in- J personal exemption as head of a family on 
own § this basis, and it was held that the failure 
’ for | to show the nature of the mother’s income, 
man, | her total resources, the cost of her mainte- 
ance | nance and support, or the proportion thereof 
.gin- | borne by taxpayer denied him the status of 
wale head of a family under Code Sec. 25(b) (1). 
Torth & Ci. Augustus S. Loyless, 40 B. T. A. 600, 
wm CCH Dec. 10,822, and L. S. Frankenau, 2 
nes T. C. 703, CCH Dec. 13,485. 
over, (4) Payment of income tax: Acceptance 
ven- | o! check bearing “in full” notation: Not bar 
that | © subsequent assertion of deficiency.—Tax- 
; payer sent the Collector his personal check, 
“- bearing the notation, “Income tax 1941 in 
nded full,” in the amount of his income tax liabil- 
r the ity, as determined by him. The Collector 
f the accepted and negotiated the check, gave the 
“man — taxpayer credit for its amount on his 1941 
g the F income tax liability, and the Commissioner 
s the F subsequently determined the deficiency now 
n in- § before the court. The taxpayer contends 
nship — that this acceptance precluded the Commis- 
xtent § sioner from subsequently asserting the tax- 
vessel § Payer’s deficiency. It is held that, although 
etal. § the check would serve as a receipt for the 
payment of its face amount on taxpayer’s 
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liability for 1941 (Sec. 29.56-4, Reg. 111), the 
acceptance of the check did not bar the sub- 
sequent assertion of deficiency by the Com- 
missioner, since Code Sec. 57 requires that 
the Commissioner shall examine the return 
after it is filed, and determine the correct 
amount of the tax. J. Raymond Batcheller v. 
Commissioner, CCH Dec. 15,357(M). 


Deductions: Losses: Abandonment.—The 
sole issue was whether or not a loss on certain 
unimproved realty was deductible for the 
year 1941. The taxpayer took as a deduc- 
tion on his income tax return for the year 
1941 a loss on property he owned in Bar 
Harbor, Maine. He paid the taxes for real 
estate on the property in question until the 
year 1939. In 1941 proceedings were brought 
by the Collector of Taxes for the Town of 
Bar Harbor, Maine, to foreclose and sell 
the property in question at public auction for 
the unpaid real estate taxes for the year 
1939. On July 24, 1941, taxpayer advised 
the attorney for the Collector of Taxes that 
he would not pay the taxes, although finan- 
cially able, as he considered the property a 
loss. The property was sold November 12, 
1941, and taxpayer wrote November 17, 1941 
that he did not intend to redeem the prop- 
erty. Redemption period is one year in the 
state of Maine. On June 18, 1942, in re- 
sponse to a notice, taxpayer wrote that he 
“was through” with the property and offered 
to expedite matters by relinquishing his in- 
terest in it. This he subsequently did by 
quitclaim deed dated July 17, 1942. The 
court held for the Commissioner on the 
basis that no evidence was produced by the 
taxpayer to manifest his intention of aban- 
doning the property or of concluding it was 
worthless in the year 1941. It was further 
held that if non-payment of taxes was to 
indicate its worthlessness then the year 1939 
was the year of the loss. C. Ledyard Blair 
v. Commissioner, CCH Dec. 15,354(M). 


Gross income: Lottery games: Illegality 
under Georgia law: Fraud penalty.—Tax- 
payer was assessed a deficiency of tax and 
a fraud penalty pertaining to taxable years 
1933 through 1937. The major part of his 
income was derived from the earnings of a 
partnership engaged in the operation of a 
lottery business in Georgia. Under the laws 
of that State gaming contracts are void and 
such operation is punishable as a misde- 
meanor, it being further provided that a 
victim may recover his losses by legal action 
within 6 months and thereafter the State 
may recover the amount within 4 years. In 
rejecting the application of the rule in Com- 
mussioner v. Wilcox, (Feb. 25, 1946), 46-1 
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ustc § 9188, it was held impossible to say 
that under such law the sums in question 
continued to belong to the victims as of the 
end of the respective years, since the record 
was without evidence as to the time of the 
receipts from the lottery tickets or of the 
possible institution of any suits for their re- 
covery. Since taxpayer failed to overcome 
the presumption of correctness of the defi- 
ciencies determined by the Commissioner, 
the amount thereof was taxable, but tax- 
payer is not liable on the fraud penalty for 
the reason that the Commissioner did not 
sustain the burden of proof placed upon him 
by the statute. Walter J. Cutcliffe v. Com- 
missioner, CCH Dec. 15,320(M). 


Gross income: Definition: Life insurance 
premiums paid by employer.—Taxpayers A, 
B and C, together with their wives, owned 
all the stock of X company. On Dec. 1, 
1941 the company entered into an agreement 
with A, B and another, as trustees, under 
the terms of which the company paid to the 
trustees the sum of $46,500.00 for the estab- 
lishment of a “private bonus, profit-sharing 
employee participation plan” to cover salaried 
employees and officers who had earned in 
excess of $2,000.00 in 1941. Ten persons, 
including the trustees and taxpayer D, 
qualified under the plan. Pursuant to au- 
thority granted in the trust agreement the 
trustees on Dec. 29, 1941 purchased single 
premium insurance policies on the lives of 
the beneficiaries for a total cost of $46,004.48. 
The policies were retained by the trustees. 
X had 246 employees during 1941. Its gross 
sales of $200,000.00 during 1940 increased to 
$1,000,000.00 during 1941. The company 
had no pension, bonus or profit-sharing 
plan for its employees generally, and none 
of its employees, other than the beneficiaries 
of the trust under discussion, received pen- 
sion or retirement benefits. The Commissioner 
determined that the premiums constituted 
additional compensation under the provi- 
sions of Code Sec. 22(a). The Tax Court 
held that the complete control over the cre- 
ation of the trust and the payment to it 
exercised by A, B and C demonstrated that 
they turned their backs upon income which 
no one could have denied them, and as a 
consequence it must be taxable to them as 
constructively received. D, however, had 
no control over the allowance to himself of 
additional compensation, did not receive his 
policy in the taxable year, and did not so 
participate in control of the employer that 
its conduct in withholding the payment could 
be said to be the result of his own act, and 
therefore was held to have received no addi- 
tional taxable income. George C. Dade v. 
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Commissioner; Jesse E. Dade v. Commis. 
stoner; Martin Anderson v. Commissioner: 
Robert E. Dade v. Commissioner, CCH Dec. 
15,319(M). 


Deductions: Traveling expenses: Business 
v. non-business: Allocation between invest. 
ments and property management.—Taxpayer 
incurred traveling expenses on a trip to 
Canada to look after his various business 
interests there. He estimated his expenses 
at $10 a day for 42 to 47 days, and included 
the exact amount of railroad, plane and bus 
fare. It was held that his interests pertain. 
ing to investments were related to no busi- 
ness regularly carried on by him, but that 
such expenses were deductible as a non- 
business expense under Section 23(a) (2), as 
retroactively amended by Sec. 121, 1942 Act. 
The deduction was limited to 42 days, since 
the taxpayer had not shown that the trip was of 
longer duration. E. M. Godson v. Commis. 
sioner; R. Godson v. Commissioner, CCH 
Dec. 15,314(M). 


Recognition of gain or loss: Value of stock 
determined: Fair market value.—On July 9, 
1941, the taxpayers acquired, through com- 
plete liquidation of the Sitka Wharf and 
Power Company, shares of stock of the 
Sitka Cold Storage Company. They re. 
ported the value of the stock at $125 in com- 
puting income tax liability for 1941. The 
Commissioner determined that the fair mar- 
ket value of the stock was $224 per share 
There were no sales of the stock in 1941; ir 
1942, taxpayer, W. P. Mills, acquired 5 
shares at $125 per share; in 1943, 15 shares 
were exchanged at $130 per share. On April 
6, 1943, taxpayers sold their entire stock oi 
the company, comprising more than 50 per 
cent of the shares outstanding, for $122 per 
share. The court held that the fair market 
value of the stock was not more than $123 
in view of the facts and circumstances 
W. P. Mills v. Commissioner; Florence E 
Mills v. Commissioner; Loretta M. Mills 2 
Commissioner, CCH Dec. 15,350(M). 


Family partnership: Advertising business: 


Sale of interest to wife: Consideration 
“charged”: Husband in control.—The evi- 
dence was held insufficient to establish reality 
of a partnership between husband and wife 
where, although taxpayer sold an undivided 
one-half interest in his advertising business 
to his wife payable out of earnings, “charg- 
ing” his wife the book value thereof, the 
consideration so entered was not represented 
by any note or other evidence of indebted 
ness, and she paid no interest. Nor did the 
interest in the business so transferred in 
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dude real estate, automobiles and trucks 
ysed in the business. It was held that, 
under the tests suggested by the Supreme 
Court in Commissioner v. Tower (decided 
February 25, 1946), 46-1 ustc 7 9189, there 
was no showing of error on the part of the 
Commissioner in including the “partnership” 
income in the gross income of the husband. 
T. R. Sammons v. Commissioner, CCH Dec. 
15,124(M). 


Family partnerships: Husband and wife: 
No capital or services contributed by wife.— 
Taxpayers were brothers who owned all the 
stock of two companies engaged in the manu- 
facture of wooden containers for packing 
fruit. In 1937 and 1939, respectively, sepa- 
rate partnerships were formed by and be- 
tween taxpayers for the operation of veneer 
mills acquired by them in those years. With 
the exception of a small surplus which was 
sold to the public, the entire production of 
the mills had always been totally absorbed 
by the container companies. In 1941 tax- 
payers entered into new partnership agree- 
ments under the terms of which their wives 
were also admitted as partners. Taxpayers’ 
wives contributed no capital to either of the 
partnerships except what was given to them 
by taxpayers for that purpose. They did 
not perform any services on behalf of the 
partnerships, either before or after they be- 
came partners, and did not participate to any 
important extent in the management of the 
partnership business. The Tax Court sus- 
tained the contention of the Commissioner 
that the 1941 partnerships were created in 
an attempt to reallocate income within the 
family group, and held that the partnership 
income was solely that of taxpayers, taxable 
to them in proportion to their interests be- 
fore the attempt to admit their wives to the 
partnership. Thomas R. Simmons, William P. 
Simmons, D. R. Simmons, and Jack W. Sim- 
mons v. Commissioner, CCH Dec. 15,338(M). 


Deductions: Depreciation: Composite rate 
allowed.—Taxpayer owned a speculative type 
industrial building constructed of reinforced 
concrete according to a design described as 
the “mushroom type”. The building was 
erected for taxpayer’ in 1929 at a cost of 
$1,180,651.07, which amount included build- 
ing equipment. Taxpayer’s books of account 
contained no apportionment of general costs 
between the building and its equipment. It 
computed depreciation at the composite rate 
given in Bureau Bulletin “F” for an office 
building of average construction, 2% per 
cent for forty years. The Commissioner 
accepted taxpayer’s cost basis as adjusted 
by depreciation taken prior to the beginning 
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of 1940, but determined the balance of the 
cost to be exhaustible over a period of 56% 
years, which is the equivalent of a life of 
6634 years less the expired life of 10 years, 
and on this basis disallowed depreciation in 
the amount of $13,889.90 for each of the tax- 
able years 1940 and 1941. The Tax Court 
held that taxpayer had provided a basis for 
computing a composite rate of depreciation, 
that use of such composite rate as applied to 
a building and its equipment such as heat- 
ing, plumbing, electrical wiring and fixtures, 
and elevators, is authorized by Bulletin “F” 
(see J 219.299 Vol. 1), and from a considera- 
tion of the evidence found that the remaining 
useful life of the building at the beginning 
of 1940 was thirty years. 250 Hudson Street 
Corporation v. Commissioner, CCH Dec. 
15,346(M). 


Individual returns: Community property: 
Domicile: Intention.—Commissioner deter- 
mined a deficiency against taxpayer based 
upon his finding that taxpayer was a resident 
of Oregon rather than California and con- 
sequently was not entitled to report his in- 
come in 1941 on a community property basis. 
From the evidence it appeared that in 1939 
taxpayer, a mining superintendent, moved 
his family from Oregon to the site of a 
California mine owned by him and other 
members of the family as partners. There 
taxpayer proceeded to establish a mining 
community, installing a water system, build- 
ing bunk and cook houses for the mining 
crew, cabins for miners with families, and a 
house for his own family. Taxpayer brought 
all his belongings with him, but retained a 
bank account in Oregon, where the family 
did some shopping. The partners invested 
approximately $100,000.00 in their enterprise. 
The mine had a proven life expectancy of 
ten years, and additional California proper- 
ties were acquired from time to time. The 
operations of the mining company were 
halted in late 1942 as a result of a Presiden- 
tial order limiting gold mining during the 
war emergency, at which time taxpayer re- 
moved his family to the farm of his father 
in Oregon. The mining equipment was left 
in California to await the day when opera- 
tions could be resumed. Taxpayer testified 
that in going to California in 1939 he in- 
tended to remain there indefinitely, and had 
no intention of returning to Oregon or any 
other place. His testimony being supported 
by his acts, and not controverted by other 
evidence, the Tax Court found that during 
1941 taxpayer was domiciled in California. 
Hugo von der Hellen v. Commissioner, CCH 
Dec. 15,329(M). 
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ALABAMA 
November 1 





Applications for alcoholic beverage li- 
censes, except those for distributors or 
wholesalers, due. 


Automobile dealers’ reports due. 


November 10 





Automobile dealers’ reports due. 


Report and payment of service licensees 
of alcoholic beverages due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ reports 
due. 


November 15 


Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 





Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Motor carriers’ mileage report and tax 
due. 


Motor vehicle applications for licenses 
due. 


Oil and gas conservation tax report and 
payment due. 


November 20 
Automobile dealers’ reports due. 





Coal and iron ore mining tax report and 
payment due. 


Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 


Sales tax reports and payments due. 
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STATE TAX CALENDARS 





ARIZONA 





First Monday: 


First half of real estate and secured per. 
sonal property taxes due. 





November 5 
Alcoholic beverages licensees’ report due, 
Second Monday. 
Tax due on unsecured personal property 
within $200 value. 
November 10 


Report and payment of wholesalers of 
malt, vinous and spirituous liquors due, 


November 15—— 
Gross income reports and payments due, 








Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 


November 25. 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 


November 30—— 
Small loan business annual report due. 





ARKANSAS 
November 10 


Alcoholic beverages consumers’ sales taxes 
due. 





Cigarette reports due. 
Motor fuel carriers’ reports due. 


Natural resources severance tax report 
and payment due. 


November 15 
Alcoholic beverage reports due. 





Oil and gas reports and payments due. 
Second installment of income tax due, un- 


less taxpayer is on fiscal year other than | 


calendar year. 


November 20 


Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
November 25—— 
General gasoline taxes and reports due. 





Motor vehicle report on fuel brought into 
State due. 
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CALIFORNIA 


November 1 


First half of real property taxes and all 
secured personal property taxes due, ex- 
cept in certain cities and irrigation dis- 
tricts. 





Common carrier distilled spirits tax re- 
port and payment due. 


Gasoline tax report and payment due. 


November 10 





Petroleum and natural gas companies’ 
monthly reports due. 


November 15 
Motor fuel importers’ reports due. 





Non-beverage alcohol reports due. 
Beer and wine report and tax due. 
Distilled spirits report and tax due. 
Use fuel tax report and tax due. 

Insurance taxes become delinquent. 


November 20 
Motor carriers’ gross receipts tax due. 





Mortgage insurers’ monthly reports due. 


COLORADO 
November 5 


Alcoholic beverage manufacturers’ reports 
due. 





Motor carriers’ tax due. 





November 10 
Motor carriers’ reports due. 
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November 15—— 
Coal mine owners’ reports due. 
Sales tax reports and payments due. 
Use tax reports and payments due. 
November 25—— 


Coal royalty tax due. 
Gasoline (including diesel fuel) tax re- 
ports and payments due. 


CONNECTICUT 
November 1 


Gasoline tax due. 
Property tax returns due except in towns 
specially treated. 


November 10 
Cigarette tax report due. 


November 15—— 
Gasoline and use fuel tax reports due. 


November 20—— 


Alcoholic beverage tax return and pay- 
ment due. 








DELAWARE 


November 15—— 
Filling stations’ gasoline tax reports due. 
Reports of manufacturers and importers 
of alcoholic beverages due. 


November 30 


Carriers’ reports due. 
Distributors’ gasoline tax report and pay- 
ment due. 





DISTRICT OF COLUMBIA 
November 10—— 


Reports of licensed manufacturers and 
wholesalers of beer due. 

Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic beverages 
due. 


November 15 
Tax on beer due. 


November 25—— 
Gasoline tax report and payment due. 





FLORIDA 
November 1 





Motor transportation companies’ reports 
and taxes due. 
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November 10—— 
Agents’ and wholesalers’ cigarette tax re- 
ports due. 
Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


November 15—— 


Gasoline sales, use and storage reports 
and taxes due. 

Transporters’ and carriers’ alcoholic bev- 
erage reports due. 


November 25—— 


Oil and gas severance reports and taxes 
due. 


GEORGIA 
November 1 
Corporation annual registration statement 
due. 


November 10—— 


Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 


November 15—— 


Malt beverage tax report due. 


November 20—— 


Gasoline tax report and payment due. 


IDAHO 
November 10 
Dairy products substitutes dealers’ reports 
due. 


November 15—— 
3eer dealers’, brewers’ and wholesalers’ 
reports due. 
Cigarette wholesalers’ drop shipment re- 
ports due. 
Electric generating companies’ kilowatt 
hour statement and tax payment due. 
Fuel dealers’ reports and tax payments 
due. 

Gasoline dealers’ tax report and payment 
due. 

Public utilities’ statement and tax due. 


November 30—— 
Beer tax, additional, due. 


ILLINOIS 
November 10—— 
Insurance surplus line brokers’ reports due. 
Motor carriers’ mileage tax due. 


November 15—— 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. 
Sales tax report and payment due. 


November 20—— 
Gasoline tax report and payment due. 


November 30—— 
Gasoline transporters’ tax report due. 


INDIANA 
November 1 
Alcoholic vinous beverage tax due. 


November 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payments due. 


November 20—— 
Bank share tax report and payment due. 
Building and loan associations’ intangibles 
tax reports and payments due. 


November 25—— 
Gasoline tax report and payment due. 


IOWA 
November 10 
Carriers’ gasoline tax reports duc. 
Cigarette vendors’ reports due. 
Class “A” permittees’ beer tax report and 
payment due. 


November 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 


KANSAS 
November 1 
Lien date and due date for property and 
grain handling taxes. 
Gasoline dealers must 
cense. 


November 5—— 
Cigarette distributors’ reports due. 


renew annual li 


November 10 
Alcoholic and malt beverages wholesalers 
and distributors’ reports and taxes due. 
Malt beverage dealers’ reports and taxes 
due. 
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November 15—— 
Carriers’ gasoline and fuel use tax reports 
and fees due. 
Compensating tax report and payment due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 


November 20—— 
Sales tax report and payment due. 
Special fuel use tax report and payment 
due. 


November 25—— 


Gasoline tax report and payment due. 


KENTUCKY 
November 10—— 


Amusement and entertainment report and 
tax due. 

Cigarette tax reports due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


November 15—— 


Alcoholic beverage reports due. 

Fuel use tax reports and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax reports 
and payment due. 

If income tax is paid in three installments, 
the third installment is due. 


November 20—— 
Oil production tax report and payment 
due. 


November 30—— 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
November 1 
Public utilities license tax due. 
Tobacco wholesalers’ reports due. 


November 10 
Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


November 15—— 


Alcoholic beverage carriers’ reports due. 

Income tax third installment due. 

Intoxicating liquor manufacturers’ 
dealers’ reports due. 

Lubricating oil carriers’ reports due. 

Tobacco report due. 


and 


November 20 
Alcoholic beverage reports and taxes due. 
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Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax re- 
ports and payment due. 

Sales and use tax report and payment due. 


MAINE 
November 10—— 
Malt beverages manufacturers’ and whole- 
salers’ reports due. 


November 15—— 


Use fuel tax report and payment due. 


November 30—— 
Gasoline tax report and payment due. 


MARYLAND 
November 5—— 
Public passenger motor vehicles’ report 
of excess operations due. 


November 10—— 
Brokers’ reports of unauthorized insur- 
ance due. 
Admissions tax payment due. 


November 30—— 
Report of purchasers of cargo lots of 
motor fuel due. 
Beer tax report and payment due. 
Gasoline tax report and payment due. 


MASSACHUSETTS 
November 10 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
Returns of savings banks and trust com- 
panies having savings departments due. 
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November 20 
Cigarette distributors’ tax report and pay- 
ment due. 
Net income tax on banks due. 





November 30 
Motor fuel tax report and payment due. 





MICHIGAN 
November 1 





Oil and gas producers’ severance tax and 
reports due. 


Second half of specific taxes on public 
utilities due before this date. 


November 5 





Carriers’ gasoline tax report and payment 
due. 


November 10 





Common and contract carrier report and 
fees due. 


November 15 


Sales and use tax reports and payments 
due. 





Report of timber cut from commercial 
forest reservations due. 


November 20 


Distributors’ gasoline tax report and pay- 
ment due. 





Last day to make gas and oil severance 
tax report and payment. 


MINNESOTA 





November 10 


Second half of real estate taxes become 
delinquent. 


Semi-annual report of common carriers 
of ore due. 


Wholesalers’, brewers’, and manufactur- 
ers’ alcoholic beverage reports due. 
November 15 

Interstate motor carriers’ mileage tax due. 
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November 23—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Special use fuel tax report and payment 

due. 


MISSISSIPPI 
November 1 
Oyster inspection and shrimp tax due. 
November 5—— 
Factories’ reports due. 








November 10 
Admissions tax reports and payment due, 


November 15—— 


Alcoholic beverages reports due. 

Gasoline tax reports and payment due. 

Report of manufacturers, distributors and 
wholesalers of tobacco due. 

Sales tax reports and payment due. 

Timber severance tax reports and pay- 
ment due. 

Use tax reports and payment due. 


November 25 
Oil severance tax and report due. 





MISSOURI 
November 1 


Property taxes of railroad, street car, 
bridge, telegraph, telephone, express, 
electric power and light, transmission 
and oil pipe line companies due. 


November 5—— 


Non-intoxicating beer permittees’ report 
due. 





November 15 
Alcoholic beverage report due. 
Retail sales tax reports and payment due. 
November 25 
Use fuel tax report and payment due. 


November 30: 


Mining statement and inspection fees due. 
% discount for all general city taxes for 
school and city purposes in St. Louis. 











MONTANA 
November 15 


Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 
Report and payment of brewers, whole- 
salers and transporters of beer due. 
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November 20—— 
Reports of producers, transporters, deal- 
ers and refiners of crude petroleum due. 


November 25—— 
Pipe line companies’ annual reports due. 


November 29—— 
Telephone companies’ reports and pay- 
ments due. 


November 30—— 
First half of property taxes due. 
Metalliferous mines license taxes due. 
Bank share tax due. 

Freight line company tax due. 


NEBRASKA 
November 1 





First day to file domestic non-profit cor- 
poration reports and pay fee. 

Personal property taxes become due on 
this date. 

Personal property taxes in the city of 
Omaha become due on this date. 

Gross earnings tax of express companies 

due. 


November 5 
Grain warehouse operators’ reports due. 


November 10 
Employment agencies’ reports due. 


November 15 

Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 

All monthly motor vehicle fuel tax re- 
ports and payments due. 

Gasoline sales and use tax reports and 
payments due. 

Itinerant vendors’ reports due. 

Potato shippers’ monthly reports due. 











and 


NEVADA 
November 10 


Liquor reports of out-of-state vendors due. 





November 15 


Gasoline carriers’ tax report due. 
Liquor reports of importers and manufac- 
turers due. 







November 25 


Fuel users’ tax reports and payment due. 


Gasoline tax reports and payment due. 


NEW HAMPSHIRE 
November 10 





Alcoholic beverages reports due; permit- 


tees’ payment due. 


State Tax Calendar 


Unlicensed fire insurance companies’ agents’ 
monthly reports due. 


November 15—— 
Use fuel tax report and payment due. 


November 30 


Carriers’ reports of motor fuel deliveries 
due. 
Motor fuel report and tax due. 








- NEW JERSEY 


November 1 
Fourth installment of property taxes due. 


November 10 
Municipalities’ busses’ gross receipts re- 
port and tax due. 
Municipalities’ jitneys’ gross receipts re- 
port and tax due. 
Report and excise tax on interstate busses 
due. 


November 30 
Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and pay- 

ment due. 














NEW MEXICO 
November 15—— 
Occupational gross income tax reports 
and payment due. 
Oil and gas conservation report and pay- 
ment due. 
Severance tax and report due. 


November 20 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
Reports and fees of cigarette retailers sup- 
plying common carriers due. 
November 25 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 
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NEW YORK 
November 15—— 


Last day for payment of balance of busi- 
ness corporation franchise tax if notice 
of tax is given before October 15. 

Transportation and transmission com- 
panies subject to additional taxes—re- 
ports and taxes due. 


November 20—— 


Alcoholic beverage taxes and reports due. 


November 25—— 


New York City conduit companies’ taxes 
and reports due. 

New York City public utility excise re- 
turns and payments due. 


November 30—— 


Gasoline tax reports and payment due. 
Utilities reports and taxes due. 
Insurance company reports and taxes due. 


NORTH CAROLINA 
November 1 


One-half per cent discount period on 

property taxes expires on this date. 
November 10 

Carriers’ gasoline tax reports due. 

Railroads’ alcoholic beverage report and 
tax due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 

Unfortified wine 
ports due. 


November 15—— 


Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


November 20—— 
Franchise bus carriers’ and franchise haul- 
ers’ reports and payments due. 
Gasoline and other motor fuels taxes and 
reports due. 


additional tax and re- 


NORTH DAKOTA 
November 1 


Oil inspection reports due. 
November 10 
Cigarette distributors’ tax due. 


November 15—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment duc. 
Interstate motor carriers’ tax due. 
Liquor transaction invoices and tax due. 
November 20—— 
Sales and use tax quarterly return and 
payment due. 
November 25 


Use fuel tax reports and payment due. 


November 30—— 


Cream station and dairy reports due. 
Grain warehouse reports due. 


OHIO 
November 10—— 
Admissions tax report and payment due. 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage reports due. 
November 15—— 
Use tax report on cigarettes due. 
November 20 
Dealers’ gasoline tax reports due. 
November 30 
Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
November 1 
Excise tax on petroleum and report due. 
Oil, gas and mineral gross production re- 
ports and payment due. 
Property tax payment due. 
Reports from oil and gas purchasers due. 


November 5—— 


Reports from mines, other than coal, due. 


November 10 
Airports’ gross income report and tax due. 
Cigarette tax reports due. 
Coin-operated music boxes reports and 
tax due. 
Non-intoxicating alcoholic beverage re- 
ports and payment due. 
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November 15—— 


Gasoline dealers’, retailers’ and carriers’ 
reports due. 


Inspection tax on petroleum products and 
report due. 


Sales tax reports and payment due. 
Tobacco products reports due. 


November 20—— 
Coal mine operators’ report due. 


Gasoline distributors’ reports and payment 
due. 


Fuel use tax report and payment due. 


Use tax reports and payment due. 


November 30—— 
Fur dealers’ reports due. 


OREGON 
November 1 


Special motor carriers’ monthly fees due. 


November 10 
Oil production tax reports and payment 
due. 
November 15—— 
Portland public utilities’ gross revenues 
license report and tax due. 
First quarterly installment of property taxes 
due. 


November 20—— 


\lcoholic beverage tax report and pav- 
ment due. 


Motor carriers’ report and tax due. 


Use fuel tax report and payment due. 


November 25 


Gasoline tax payment and reports due. 


PENNSYLVANIA 


November 10—— 
Report of importers of 
vinous liquors due. 


spirituous and 


Malt beverage reports due. 


November 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


November 30 
Gasoline tax reports and payment due. 
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RHODE ISLAND 
November 10 


Manufacturers’ alcoholic beverage report 
due. 
Tobacco product tax reports due. 


November 15. 


Gasoline distributors’ monthly report and 
tax due. 


SOUTH CAROLINA 
November 1 


Motor vehicle registration fees due. 


November 10 
Admissions tax reports and payment due. 
Alcoholic liquor wholesalers’ report due. 
Beer and wine wholesalers’ report due. 


Power tax and report of public utilities 
due. 


Soft drink tax report and payment due. 
November 20: 


Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 


SOUTH DAKOTA 
November 1 
Tax of motor carriers of passengers due. 
Public grain warehouse reports due. 
Second half of property taxes delinquent. 
November 10 
Employment agency reports due. 
Interstate motor carriers’ reports and 
taxes due. 
November 15 
Alcoholic beverage reports due. 
Dealers’ and carriers’ gasoline tax reports 
due; tax due in 30 days. 
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Users of liquefied gases and liquid fuel tax 
reports and payment due. 


November 25—— 













































































, Nov 
Carbon black production tax report and G 
payment due. 
Oil production tax reports and payment 
due. 
Tax reports and payments due on prizes 
and awards of theatres. Nov 
B 
November 30 
First installment of general property taxes 
due. Nov 
Natural gas production tax and report 9 
due. U 
Oil carriers’ report due. 
No 
G 
UTAH 
November 20—— November 10 
Passenger mileage tax due. Monthly report of dealers and manufac- 
- . T ’ 
N ber 30 turers of alcoholic beverages due. No 
vipenenned Carriers’ reports of use fuel deliveries due. E 
Income tax, second installment, on national 
banks and other banks and financial November 15 1 
corporations due six months after filing Sales and use taxes and returns due. 
return. Use fuel tax report.and payment due. No 
I 
November 25 
TENNESSEE Carriers’ gasoline tax report due. ( 
November 10 Distributors’ and retailers’ gasoline tax ( 
report and payment due. 
Barrel tax on beer due. P pay ; 
Carriers’ gasoline tax report due. November 30 
Last day to make alcoholic beverages re- Real and personal property taxes de- ] 
_port. : linquent. 
1 
Carriers of use fuel report due. 
November 15—— Ne 
U ¢ fuel fil VERMONT ] 
sers oO ue lle report, 
November 10 1 
November 20 Alcoholic beverage tax reports and pay- Nc 
Distributors’ gasoline tax report and pay- ment due. | 
ment due. ; : Quarterly property tax installments due. 
Liquid carbonic acid gas tax due. 
November 15 
Electric light and power companies’ re- 
TEXAS port and tax due. 
November 10 
Cigarette distributors’ and solicitors’ re- 
ports due. 
November 15 
Tax remittance and report due from oleo- 
margarine dealers. 
November 20 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. 
Oil and gas well services reports and gross 
receipts tax payments due. 
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November 20—— 


Alcoholic beverage manufacturers’ returns 
due. 


November 30 
Gasoline tax reports and payment due. 











VIRGINIA 
November 10—— 


Beer dealers’, bottlers’, and manufacturers’ 
reports due. 


November 20 


Carriers’ gasoline tax reports due. 
Use fuel tax reports and payment due. 


November 30 
Gasoline tax reports and payment due. 















November 30 
Second half of real and personal property 
taxes due. 





WASHINGTON 
November 10 
3rewers’, distillers’, manufacturers’ and 





WEST VIRGINIA 


wineries’ reports due. November re _ 7 
Motor fuel import reports due. Brewers’ and beer distillers’ reports and 
taxes due. 
November 15—— Property tax, first half, due. 
3utter substitutes reports and payment Winery and distillery licensees’ reports due. 
due. 


November 15—— 


Cigarette reports due. Sales tax reports and payments due. 


Gross income (occupation) tax and return 


due. November 30. 


Retail sales and compensating taxes and Gasoline tax reports and payment due. 
returns due. 


Public utility gross operating tax and re- 
turn due. WISCONSIN 


November 20 November 1 
Beer tax reports due. 


















3utterfat tax due. 
Use fuel tax reports and payment due. November 10 
Intoxicating liquor and wine tax reports 
November 25 due. 
Gasoline tax reports and payment due. Tobacco products returns due. 


















November 20 
Gasoline tax reports and payment due. 


WYOMING 

















November 10 
Carriers’ gasoline tax reports due. 
Property tax, first installment, delinquent. 








November 15 
Dealers’ gasoline tax reports due. 
Monthly gasoline tax and report due. 
Motor carriers’ report and compensatory 

fees due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax reports due. 
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November 11 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


November 15—— 
In 





the case of individuals, other than 
farmers, with fiscal year beginning 
September 1, declaration of estimated 


tax and first payment are due. 


Due date of income and excess profits re- 
turns by corporations, trusts, and estates 
with fiscal year ending on August 31. 
Forms 1120, 1121, and 1041. 

Return of stamp account by brokers, deal- 
ers in securities, etc., due for October. 
Form 828. 

Due date, by general extension, of returns 
for year ending May 31 in the case of: 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office 
or place of business in the United States; 
(3) domestic corporations which trans- 
act their business and keep their records 
and books of account abroad; (4) do- 


FEDERAL TAX 





CALENDAR | 


mestic corporations whose principal 
income is from sources within the pos- 
sessions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120 and 1121; (5), 
Form 1040. 


Due date, by general extension, of nontax- 
able returns for fiscal year ending June 
30, in the case of fiduciaries for estates 
and trusts, but not returns of benefi- 
ciaries or other distributees of such 
estates or trusts. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for October. Form 957. 


Due date for monthly statement and 
record of depositaries on sale of stamy 
tax stamps. 


November 30—— 


Returns for excise taxes due for October 
Forms 726, 727, 728, 728(a), 729, 932. 
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things now stand, income is taxed on a 
catch-as-catch-can basis, subject only to 
a loose set of rules which the courts and a 
few farsighted state administrators impose. 
No substantial improvement, short of trans- 
fer, is to be expected.” Federalization of 
the death taxes is equally desirable. On 
the other hand, some commodity taxes— 
particularly that on gasoline—might well 
remain, with some adjustments, in state 
hands, 


Among the other areas where federal ana 
state authority have overlapped, Mr. Max- 
well cites justice and police, education, 
public assistance, public roads, public health, 
and unemployment compensation. His pro- 
gram for achieving equilibrium seeks not to 
efface, but to reconcile, the dual nature of 
our government. 


Clifford Regulations 


Problenis Created by T. D. 5488 and Sug- 
gested Relief Therefrom. Committee on 
Taxation, Trust Division, American Bank- 
August 1, 1946. 54 pages. 


ers Association. 
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This review of the legislative and judicial 
repercussions of the Clifford case employs 
two criteria in measuring the efficacy of 
T. D. 5488: (1) whether it has a sound basis 
under existing statutes and court decisions, 
and (2) whether it will reduce the ‘“welter 
of litigation.” The Committee rejects the 
new regulations on both accounts. Their 
inadequacy is further treated in a supple- 
mental memorandum, ‘The 
Between T. D. 5488 and 
Judicial Authority.” 


Divergence 


Statutory and 


Proposed Tax Law Amendments 


Proposed Amendments to the Federal In- 
come, Estate and Gift Tax Laws. The As- 
sociation of the Bar of the City of New 
York. 1946. 51 pages. 

The Association’s Committee on Taxation 
made its report in response to the request 
of Congress and the Treasury that inter- 
ested organizations offer recommendations 
for the projected revision of the substantive 
and administrative provisions of the income, 
estate and gift tax laws. 
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operates 


[he Excess Profits Tax Council, com- 
| ot fifteen members appointed by the 
missioner, administers the relief provi- 


s of Section 722 ot the Internal Reve- 
Code. See page 907 of Taxres—The 
Vagazine, tor September, 1946. 


sllection and Enforcement Procedures: 
\; internal revenue tax assessment is based 


a return to be filed by the taxpayer 


uy which he himself computes the tax 1n 


W hile 


manner indicated by the return. 
for filing returns is generally fixed 


11¢ 
yy aw, statutory authority to extend that 
til for a limited period is commonly 
era ited to the Commissioner and delegated 
e collectors. If a taxpayer fails to 
maxe a return, it may be made by the Com- 
m oner or the collector. The return is 


eithor audited by the collector by whom it 
forwarded to another branch 

1© internal revenue for audit. 

law confers authority for revenue off- 
cers to visit taxpayers and examine their 
records to the accuracy of re- 
If any person neglects or refuses to 
pav a tax for which he is liable, the col- 
ector may make collection by distraint on 
his property. Except where liability is be- 
fore the Tax Court, no suit for the purpose 
i restraining collection of internal revenue 
be made. 


is eived, or 


service 


determine 


tax may 


Closing Agreements and Compromises: 
The Commissioner is authorized to 


+ 


tiate a closing agreement with a taxpayer in 


nego- 


order to make conclusive the determination 
of tax liability for a preceding taxable pe- 
riod or the determination of one or more 
separate items affecting the tax liability of 
+} + ° - 1 > - 
he taxpayer tor any taxable period. He is 


lurther authorized, with the approval of the 
Secretary, the Under Secretary, or an As- 
sistant Secretary, to compromise any civil 


iminal case arising under the internal 
revenue laws prior to reference to the De- 


artment of Justice. 


Conferences: The Bureau’s policy is lib- 


eral in respect to discussion of disputed tax 
ty. Opportunity for conference is 
usually accorded, either in the collector’s 
tt x one of the other Bureau offices. 
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Rulings are made on prospective transac- 
tions only where the law or regulations pro- 
vide for a determination by the Commissioner 
of the effect of a proposed transaction for 
tax exchanges under certain 
provisions of the Code, or in connection 
with the execution of a closing agreement 
under the provisions of Section 3760 with 
respect to a taxable period ending subse- 
quent to the date of the agreement. The 
established policy of the Bureau is to refuse 
to comply with any request for ruling on 
prospective transactions except in these in- 


purposes, or 


stances. 


The Committee on Practice must approve 
all applications for licenses to practice be- 
fore the Treasury Department. Upon re- 
ceipt of the application, the Committee 
grants a temporary license. The applica- 
tions of temporary licensees are referred to 
the Intelligence Unit of the Bureau of Internal 
Revenue. If the Intelligence Unit reports 
favorably, the Committee recommends to 
the Secretary of the Treasury that a per- 
manent license be granted. This Committee 
also handles proceedings for suspension, 
disbarment, and reinstatement of licensees 
to practice. 


The Department of Justice: The Tax Di- 
vision of the Department of Justice, headed 
by an Assistant Attorney General, is charged 
with the prosecution and defense of all civil 
suits arising out of the internal revenue 
laws and, subject to the approval of the 
Solicitor General, with appellate proceed- 
ings in this connection, including briefing 
and argument of petitions in the Circuit 
Courts of Appeals to review decisions of 
the Tax Court. It is also responsible for 
all criminal prosecutions of violations of the 
internal revenue laws, except the liquor tax 
laws, and must cooperate with and direct 
the United States attorneys in the conduct 
of such cases. The Division controls the 
enforcement of tax liens and the conduct of 
mandamus and injunctive proceedings, and 
supervises other general matters relating to 
all taxes. The Assistant Attorney General 
in charge is authorized to accept or reject 
offers of compromise of claims in behalf of 
the United States in all cases where the 


gross sum of the original claim does not 
exceed $50,000, and of claims against the 


United States where the amount of the pro- 
posed settlement does not exceed $10,000. 









